THE 


QUARTERLY JOURNAL 


OF 


ECONOMICS 


Vou. XLVI MAY, 1932 


CONTENTS 


HIGHWAY POLICY ON A COMMERCIAL BASIS 
Shorey Peterson 


FOREIGN INVESTMENT AND THE TERMS OF TRADE 
Charles R. Whittlesey 
A COMPARISON OF THE RATES OF EARNING OF LARGE- 


SCALE AND SMALL-SCALE INDUSTRIES 
H. B. Summers 


SOME NEGLECTED ASPECTS OF GRESHAM’S LAW 
Frank Whitson Fetter 


THE MOBILITY OF CAPITAL - - - Lawrence Seltzer 
MEMBER BANK INDEBTEDNESS AND NET DEMAND 
DEPOSITS IN THE FEDERAL RESERVE SYSTEM 


Lauchlin Currie 
LITERATURF, NOTES AND DISCUSSIONS: 

Meaning of Rationalization: An Analysis of the Literature 
Robert A. Brady 
The End of the CoGperative Coopers - - - - G.O. Virtue 
_ Banking and Currency Legislation, 1932 - - - S. E. Harris 
Some Remarks on Professor Hansen’s View on Technological 
Unemployment - - - Gottfried Haberler, Alvin H. Hansen 


Velocity Concepts — A Criticism and a Reply 
Charles U. Hardy, Raymond H. Lounsbury 


Books Received - - - - - - - - = = = = = = = = 


CAMBRIDGE, MASS., U.S.A. 
HARVARD UNIVERSITY PRESS 


LONDON: HUMPHREY MILFORD 
Oxrorp University Press 


1932 





The Quarterly Journal of Economics 


Published by Harvard University 


Books, periodicals, and manuscript to be addressed, EDITORS of QUARTERLY 
JOURNAL OF ECONOMICS, Cambridge, Mass. 


Business letters to be addressed, HARVARD UNIVERSITY PRESS, Randalf 
Hall, Cambridge, Mass. Subscription, $5.00 a year. 





Editor 
F. W. TAUSSIG 


Assistant Editor 

A. E. MONROE 

Associate Editors 
Cc. J. BULLOCK H. H. BURBANK 
E. F. GAY JOHN D. BLACK 
T. N. CARVER W. L. CRUM 
W. Z. RIPLEY J. H. WILLIAMS 





CONTENTS FOR NOVEMBER, 1931 


. ECONOMIC ASPECTS OF ADULTERATION AND IMITA- 
Ms cs oo & ak ee ek Carl L. Alsberg 


II. VELOCITY CONCEPTS AND PRICES a 4 . R. H. Lounsbury 


Ill. THE SEPARATION OF OWNERSHIP AND CONTROL IN 
AMERICAN INDUSTRY... , , ‘ ‘ Gardiner Means 
IV. WANTS AND ACTIVITIES IN MARSHALL : ° ‘ ° Talcott Parsons 


V. THE COPPER INDUSTRY AND THE TARIFF » wm’ ba R. B. Pettengill 


LITERATURE, NOTES AND DISCUSSIONS: 
Unemployment: Its Literature and Its Problems . . R. S. Meriam 
On a Passage in Professor Taussig’s International Trade ‘ ‘Achille Loria; F. W. Taussig 
Books Received 





CONTENTS FOR FEBRUARY, 1932 


EXPORT, IMPORT, AND DOMESTIC PRICES IN THE UNITED 
STATES, 1926-1930 F ; ' ‘ Theodore J. Kre 


THE STANDARD OF VALUE... . er A. E. Monro 


MILEAGE RATES AND THE INTERSTATE COMMERCE COM- 
MISSION . ‘ ‘ i ; Stuart Daggett 


ECONOMICS AND SOCIOLOGY: MARSHALL IN RELATION TO 
THE THOUGHT OF HIS TIME. ‘ , ‘ : ; ; Talcott Parsons! 


THE YELLOW DOG CONTRACT ..... a , ‘ : Joel I. Seidman 


LITERATURE, NOTES AND DISCUSSIONS: 
Branch Banking in California and Bank Failures ‘ - ‘ ° ‘ John Philip Wernette 
Demand Curves by Personal Estimate . * , : , Elizabeth Waterman Gilboy 
Recent Textbooks on Economics and their Trend ; 
American Wages 
Suranyi-Unger’s Becnemics ti in ‘the Twentieth Century 
A Correction 
Books Received 





CopyYRIGHT, 1932, BY THE PRESIDENT AND FELLOWS OF HARVARD COLLEGE 


Entered as Second-class Mail Matter. Acceptance for mailing at special postage rate provided for by Section 
1108, Act of October 3, 1917, authorized on July 31, 1918.) 














THE 
QUARTERLY JOURNAL 


ECONOMICS 


MAY, 1982 


HIGHWAY POLICY ON A COMMERCIAL BASIS 


SUMMARY 


Introduction, 417. — Changes in highway functions and administra- 
tion, 419. — Road policy as affected by social benefits, 425. — By 
economic benefits other than to traffic, 429. — Commercial principle 
applied to road investment, 433. — To road financing, 436. — To control 
of road use, 441. — Conclusion, 442. 


Highway policy at the present time discloses a conflict 
between two opposite conceptions of the public road. From 
one of these standpoints road improvement appears as a 
typical function of government, having to do with the most 
general and imponderable aspects of social well-being; from 
the other, the provision of highways is essentially a business 
enterprise in the transportation field, which for reasons of 
tradition and expediency happens to be a state undertaking. 
A complete adherence to the former viewpoint would asso- 
ciate road development with such functions as the adminis- 
tration of justice and the defense of the realm, to be conducted 
likewise on the basis of a collective estimate of its relation to 
the collective interests of society, with but incidental concern 
for the interests and obligations of identifiable beneficiaries. 
Regarded wholly from the latter standpoint, roads would be 
improved, financed, and controlled entirely with reference to 
their value and cost as a transport facility serving the traffic 
moving over them. The degree to which in practice we defer 
to one or the other of these conceptions is a matter of cardinal 
importance in the processes of public finance; it is equally so 
in the field of transportation. 

417 
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Three aspects of highway policy are involved: improving 
roads, financing their construction and maintenance, and 
controlling their use. The improvement of roads, with respect 
both to its total magnitude and to the location and character 
of individual projects, may be governed by the usual political 
methods of determining contributions to general welfare, or 
may be guided by such criteria as may be devised of probable 
value to traffic, in relation to cost, in particular situations. 
Road costs may be met through taxation with little or no 
regard to specific benefits; or through special taxes, fees, and 
tolls they may be apportioned among particular varieties of 
traffic in approximate conformity to the value of road serv- 
ices. Weight, width, speed, tire equipment, and other fea- 
tures of vehicles and their operation may be regulated simply 
with reference to safety and some rough notion of preserving 
the highway; or they may be controlled in recognition of the 
fact that in road transport, unlike transportation by rail, the 
vehicle and the roadway are separately managed, and that 
there exists an equal need, if economic transportation is to 
result, to adjust with some nicety the vehicle to the highway 
as well as the highway to the vehicle. On the theory, more- 
over, that roads are a facility for the citizenry as such, those 
who use them for profit may, on that account, be subjected 
to special burdens and restrictions; or, on the opposite theory, 
all traffic may be on equal footing as elements in the trans- 
portation that roads are built to serve. 

Among the matters of public moment that hinge in some 
degree upon highway policy, two stand out. One is that the 
sum of nearly two billion dollars expended annually on high- 
ways in the United States includes a considerable fraction of 
the country’s savings. It is of great importance that so large 
a fund of capital should be employed in the most productive 
manner possible. The other is the increasing competition to 
which our railroads are subject, and the bearing upon that 
competition of alternative policies of highway financing and 
control. The succeeding discussion is concerned mainly with 
the growing disposition to consider the public roads in ordi- 
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nary commercial terms, and with some of the implications 
of this tendency. 


Tue CHANGING ROLE or Hicuways 


That traditional thinking may not weigh unduly, it is well 
to note that the public highway, even in England and Amer- 
ica, has not always maintained a consistent character. 
Whether its physical, functional, administrative, or philo- 
sophie aspects are regarded, the institution appears to have 
changed much in the course of its long history. Its origin 
seems to have been essentially non-commercial. The Roman 
roads in Britain, as elsewhere, were mainly a feature of suc- 
cessful sovereignty. The medieval institution of the King’s 
Highway — primarily an abstract right of passage rather 
than a physical roadway — served mainly the business of the 
king and the feudal overlords, together with the movement 
of pilgrims and ecclesiastics. With traffic wholly of the foot 
variety, maintenance was restricted to the removal of 
obstacles of the grosser sort; and the duties pertaining thereto 
inhered in land ownership or were discharged by the religious 
orders. But with the rise of modern commerce during the 
sixteenth century, and particularly with the advent of 
wheeled vehicles, a new conception of the road and its admin- 
istration became necessary. “‘What was being demanded,” 
the Webbs have written, “was virtually a new service — a 
service as different from that of keeping open a free passage 
as a modern railway is from a country lane.’’! Parliament 
acted to organize road administration, statute labor replaced 
customary service, and vehicular design was restricted to 
preserve natural roadways. But slow evolution along these 
lines was not enough; and there came, during the seventeenth 
and especially the eighteenth centuries, to be superimposed 
upon the existing administration a system of turnpike trusts, 
financed through tolls, and operating some 23,000 miles of 
principal thoroughfare, over which the bulk of traffic passed. 


1. S. and B. Webb, English Local Government; The Story of the 
King’s Highway, p. 58. 
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Compressed into a shorter period, a similar development 
occurred in America. 

The first English trust appeared in 1663 and the last suc- 
cumbed in 1895, but it was in the period from 1750 to 1830 
that they, and the trade which rested upon them, flourished 
most conspicuously. The turnpike system, while generally 
regarded as but a temporary supplement of parochial control, 
constituted a radical departure in principle and for a time 
dominated road transportation, tho in a manner whose 
effectiveness has been disputed. Opposition, often violent, 
was widespread; and inefficiency, corruption, and discrimi- 
natory control were notoriously prevalent. But while scien- 
tific road construction, associated with Telford and Mac- 
adam, came finally more or less in spite of the trusts, the 
improvements effected appear to have been substantial, and 
to have facilitated a striking commercial development.? And 
despite wide unpopularity, the turnpike principle received 
the ready acquiescence of Parliament, and, in a laissez-faire 
period, possessed considerable appeal as a permanent basis 
of control. Outstanding was the endorsement of Adam Smith, 
to whom it seemed that the administration of roads along 
business lines was eminently right, on grounds both of equity 
in apportioning cost, and of economy in guiding expenditure.® 

2. Said one observer: “There never was a more astonishing revolution 
accomplished in the internal system of any country than has been within 
the compass of a few years in that of England. The carriage of grain, 
coals, merchandise, etc., is in general conducted with little more than 
half the number of horses with which it formerly was. Journeys of busi- 
ness are performed with more than double expedition. . . . Everything 
wears the face of dispatch. . . . and the hinge which has guided all these 
movements and upon which they turn is the reformation which has been 
made in our public roads.”” Quoted, S. and B. Webb, op. cit., p. 144. 

3. Smith wrote: “The greater part of such public works may easily 
be so managed as to afford a particular revenue sufficient for defraying 
their own expense, without bringing any burden upon the general rev- 
enue of the society. . .. When the carriages which pass over a highway 
or a bridge, and the lighters which sail upon a navigable canal, pay toll 
in proportion to their weight or their tonnage, they pay for the mainte- 
nance of those public works exactly in proportion to the wear and tear 
which they occasion of them. It seems scarce possible to invent a more 
equitable way of maintaining such works.’”’ And further on: “ When high 
roads, bridges, canals, etc., are in this manner made and supported by 
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While this counsel did not long prevail, the disappearance of 
the trusts may readily be misconstrued. Inefficient and cor- 
rupt management weakened them, but this was not a defect 
of principle, and might have been removed. The inconven- 
iences of toll collection, while inherent, could have been 
greatly alleviated. Primarily it was not because of popular 
conviction that the principle was inept that the turnpike 
system passed, but because, when the “calamity of the rail- 
ways” fell, the through traffic which supported it dis- 
appeared. The public road receded to a place of purely local 
importance, serving mainly such persons as the parish held 
responsible for its upkeep. 

In America likewise, the turnpike trusts came and went; 
and growing familiarity with the highway in an entirely local 
réle, administered as a typical public function of purely col- 
lective significance, appears to have induced an acceptance 
of this situation as natural and, in some sense, basically right. 
That it was so regarded in the early years of the present cen- 
tury is indicated in the following from Professor Plehn: 


“The building and maintenance of roads is a source of expenditure 
which well illustrates the general trend of development. Adam Smith 
regarded the maintenance of roads as an activity conferring so special 
a benefit on the individual user that he should bear the burden. Even 
Bastable places them among the ‘industries of the State.’ But the gen- 
eral tendency is to make the maintenance of roads a common burden 
because conferring a common benefit.’’4 


And in classifying public expenditures into four groups, 
depending upon the degree to which the benefit derived is 
general in its incidence, he places road maintenance with 
those government services which yield only a common benefit. 

Generalizations of this sort were hardly made, however, 
before they ceased to fit either the facts of highway adminis- 
tration or the popular view of roads. In a period of unprece- 
dented brevity for a revolution so complete, motor vehicles 
the commerce which is carried on by means of them, they can be made 
only where that commerce requires them, and consequently where it is 
proper to make them.”’ Wealth of Nations, Book V, Chapter I, Part IIT, 


Article I. 
4. C. C. Plehn, Introduction to Public Finance, Third Edition, p. 55. 
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swarmed over the highways and transformed their use. Roads 
were needed which differed radically from the nineteenth- 
century type in point of surface, width, alignment, maximum 
gradient, durability, and most of all in cost. Local juris- 
dictions were hopeless financially, and helpless as originators 
of the necessary technique; and had their recognized inepti- 
tude in providing main roads for horse and bicycle traffic 
not already facilitated a shift to larger controlling units, it is 
probable that private highway construction on a commercial 
basis would have been inaugurated extensively. As it is, only 
a few private toll highways have been established, and a 
considerable number of toll bridges. But a close analogue 
of the toll appeared shortly in the form of vehicle registration 
and fuel taxes, and these have come to provide a major frac- 
tion of the funds used. Explicable at first by the inadequacy 
of existing revenue sources, these special taxes have come 
increasingly to be rationalized as proper payments for road 
use by those who consume road services, and as most ideally 
levied when they measure such use most accurately. The 
great volume of traffic, and particularly the long-distance 
movement of men and goods, came rapidly to endow high- 
ways with a transportation significance of a very obvious, 
definite sort that shortly outweighed their more general social 
implications. One factor promoting this change of attitude 
has been the shift of responsibility in highway matters from 
typical political office-holders to professional engineers, who 
are disposed to conceive and describe their task in business 
terms.’ Another has been the competition of motor with 
rail carriers. It is impossible to overlook the analogy between 
the highway as a factor in motor transport and the right-of- 

5. This is exemplified by the following statements from different 
articles in one issue of an engineering publication: The road is coming 
to be looked at “as primarily a tool of transportation.” ‘The road is 
looked upon in a hardheaded business way as a tool, an income-produc- 
ing instrument.” “There is no fundamental difference in principle 
between the public business of developing systems of improved high- 
ways and private or quasi-private enterprises engaged in producing 
services or commodities.’’ Engineering News-Record, January 3, 1929, 


pp. 1, 2, and 10. The last statement is by J. G. McKay, formerly econ- 
omist of the United States Bureau of Public Roads. 
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way and tracks of a railroad, and to recognize some of the 
implications of this analogy. 

To what extent is this altered view of the highway function 
reflected in practice? It appears most obviously in those 
special taxes whose purpose is road financing, and whose 
basis is road use. It is manifest more significantly in the 
actual business of road improvement, where, to an increasing 
extent, highway systems are planned on the basis, not of 
political pressure and legislative judgment, but of elaborate 
investigation of present and probable future traffic, its vol- 
ume and character. Perhaps the most definite expression of 
the business view of roads is the experimental determination 
of the effect upon fuel consumption, tire wear, and other 
aspects of vehicle operation of the various types of improve- 
ment which may be effected in a road, as a basis for ascer- 
taining the expenditure that is warranted. Behind such inves- 
tigations is the conviction, seemingly pervading highway 
administration to an increasing degree, that the rate of road 
improvement should depend upon the appearance of oppor- 
tunities for profitable investment according to business 
standards, and should not wait upon the exigencies of politics 
and the state of the public treasury. 

But if this tendency from a collectivist to a commercial 
view of highways has been marked, its apparent goal is by 
no means fully realized either in prevailing theory or practice. 
Operators of motor vehicles and their associations still find it 
a useful form of propaganda to compare special road taxes 
with general taxes paid by other industries, and to adduce 
the contrast as evidence that their contribution to govern- 
ment is far too high. At the same time railroad interests 
continue to allege that their motor competitor is subsidized 
from public sources to the full extent of the cost of highways; 
and even an occasional economist affirms this view. In these 
attitudes both interests fail equally to recognize that the 
$800,000,000 paid annually in registration and fuel taxes find 
their principal warrant in the private use of a publicly owned 
instrument of transport, the highway system. Moreover, 
these special charges, viewed as a number of engineers have 














424 QUARTERLY JOURNAL OF ECONOMICS 
characterized them, as an instance of public-utility rate- 
making, fail adequately to reflect the several elements in- 
volved in measuring road use — a point to be dealt with later. 
Political obstacles impede such revision as is required from 
the commercial standpoint; and in the allocation of funds 
among the jurisdictions responsible for road improvement 
and among the several classes of highway, still more evidence 
is present of the weight of purely political considerations. 
And when the devices employed by engineers and road offi- 
cials in measuring traffic demand and determining the value 
of particular forms of improvement are examined critically, 
they appear to possess serious defects. One may suspect, 
moreover, that the present employment of these methods of 
guiding road improvement derives in part from a conviction 
that they emphasize the need of still larger expenditure, and 
that any prospect that such criteria would show the outlay 
on roads to have become excessive, would quickly discredit 
them, and lead to renewed stress of the intangible general 
benefits of good roads. Nor are these benefits even now 
ignored when the distribution of road costs is discussed, as 
may be exemplified by quoting a classification of the contri- 
butions of highway improvement which has been frequently 
urged as a basis for allocating the burden of expense. Such 
expense, we are told on diverse authority, should be appor- 
tioned with reference to: 


“‘(a) Benefits to society in general, such as influence on education, 
recreation, health, fire prevention, police protection, the national 
defense, the postal service, living and distribution costs. 

(b) Benefits to definite groups, such as agriculture, manufacture, 
labor, railroads, mining, forestry and waterways. 

(c) Benefits to property served. 

(d) Benefits to road user.’’® 


6. From the annual digest of special motor-vehicle tax laws issued by 
the Motor Vehicle Conference Committee, New York. Practically the 
same language has been employed by Thomas H. MacDonald, Chief of 
the United States Bureau of Public Roads, notably in an address on the 
“Basic Principles of Highway Management and Finance.” Almost the 
same wording appears also in the Agriculture Yearbook, 1924, pp. 158- 
159, in an article by J. G. McKay, H. R. Trumbower, and others. A 
similar variety of benefits was stressed by the Secretary of Agriculture 








—— 
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Thus a peculiar inconsistency in viewpoint appears, since the 
very persons who would spread road costs with reference to 
these numerous benefits have also endorsed the principle 
that traffic should govern road investment — “‘that the 
return to the public in the form of economic transportation 
is the sole measure of the justification for the degree of 
improvement.”’ For if service to traffic determines the out- 
lay, there can be no injustice or hardship if the whole burden 
is placed on traffic. But if benefits other than those to traffic 
have an independent existence which should be regarded in 
apportioning the cost, it is plain that they should be recog- 
nized also in determining the degree of improvement. Thus 
the logic of this emphasis of a multiplicity of benefits threatens 
whatever standing the business view of road administration 
may now enjoy, and makes necessary some analysis of them. 


Roap BENEFITS AND Roap Po.uicy 


While there are those who maintain that transportation is 
so peculiar an industry that it is not properly amenable to 
the principles underlying the price mechanism, the majority 
of economists probably accept the view that, in general, a 
transport facility to be justified must be able to pay its way. 
This is commonly assumed in the case of railroads,’ and is 
often implicit in discussions of motor transportation, of which 
the improved highway is an integral part. Throughout the 
range of industry it is the case, for good or ill, that social 
by-products whose effect is diffused and imponderable count 
neither in the allocation of productive resources to particular 
uses nor in the apportionment of production costs among 
beneficiaries. Value to the direct purchaser is all that mat- 
ters, collateral influences being accepted as incidental. To 
carry to its logical conclusion the tendency toward a purely 
commercial conception of the public road, would be to subject 
in addressing the Sixth International Road Congress (5 United States 
Daily 2451, October 10, 1930), and by that Congress in its resolution 
p gt financing of highways (5 United States Daily 2500, October 


7. The argument is effectively presented by F. W. Taussig, Prin- 
ciples of Economics, Third Edition Revised, pp. 390-392. 
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highway administration to the same governing principle. 
Should this be done? Is it, on the whole, expedient, in deter- 
mining the extent and the precise character of road develop- 
ment, and in fixing the direct incidence of road costs, to 
recognize only the service to the immediate road user and 
ignore general benefits of the type listed above, thereby dis- 
regarding ‘‘those influences,” as it has been stated, “which 
cannot be readily transcribed into dollars and cents, but 
which reach deeper into the life of the country than those 
aspects which lend themselves to ledger treatment’’? While 
such a putting of the case may suggest a negative answer, 
still the proponent of a strictly commercial attitude toward 
road development would probably do well, at the outset, 
to accept this statement of the issue, rather than seek a more 
favorable one, and examine these general benefits with some 
particularity. For in doing so he will probably be impressed 
by a prevalent exaggeration of the highway’s independent 
social contribution; by the fact that these benefits are often 
little more than a manner of speaking growing out of the 
traditional attitude toward public functions — that they are 
not unique, but depend for their existence upon the accept- 
ance of that political conception of the highway which is the 
very thing he is attacking. 

It is not difficult to characterize road services in those 
common-welfare terms in which numerous public functions, 
such as the provision of parks, playgrounds, sanitary pro- 
tection, and medical clinics, are rationalized; that is, it may 
be said with reason that good roads are means of recreation 
and health. Likewise it is pointed out that good roads have 
educational value, both because travel is beneficial, and 
because, more specifically, the consolidated-school move- 
ment, which is revolutionizing rural education, requires 
them. An inverse correlation between roads and illiteracy 
has been noted, and a causal relation, not wholly warranted, 
assumed. From a social viewpoint our population pattern 
has been defective through the presence of two opposite 
evils, rural isolation and urban congestion; and road improve- 
ment has operated to relieve both. The military value of good 
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roads cannot be doubted, nor the dependence upon them of 
the postal service. Such a recital can be considerably 
extended. 

But the possibility of construing the highway function in 
common-welfare terms does not establish the desirability of 
doing so. If reasons exist for preferring the commercial view 
of roads, the presence of general benefits need interpose no 
serious obstacle. Such benefits are persuasive only to the 
extent that they are peculiar to highways; whereas it is 
obvious that most productive services carry notable social 
implications. Thus, altho certain means of health and 
recreation are furnished publicly, the bulk of medical and 
hospital service is supplied on a business basis; and theaters, 
movie-houses, baseball parks, golf courses, and boat lines 
provide facilities of recreation and entertainment commer- 
cially. It would be difficult to establish that highways con- 
tribute more to health than do the industries furnishing food, 
clothing, and shelter. In some of these instances we carry 
our collectivism to the point of maintaining certain minimum 
standards in the interest of persons of conspicuously deficient 
purchasing power; but to include therewith the provision of 
facilities whose enjoyment requires the ownership of a motor 
car would broaden the category to such an extent that much 
of our consumption would fall within it. Most of the virtues 
imputed to motor roads belong also to motor vehicles, yet 
no one has proposed that the latter be provided with reference 
to imponderable social considerations. 

The other general benefits of roads may be similarly inter- 
preted. Newspapers, books, theaters, transport facilities 
other than highways, contribute to the mosaic of our national 
culture. Agriculture, railroads, the steel industry, are neces- 
sary to the common defense. Most production is socially 
important, but so long as the ordinary demand for product 
is sufficiently great so that the social by-product is inci- 
dentally realized, we are commonly content, and do not 
expand upon the social implications. An enlarged output is 
not publicly subsidized, nor is the cost spread over the tax- 
paying public. Prevailing practice in the matter of subsidies 
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is frequently misconstrued by road enthusiasts.* It is true 
that in a number of instances we subsidize socially important 
and otherwise neglected enterprises, but we do so, not because 
they are socially important, but because they are otherwise 
neglected. 

The length to which even reputable authorities have gone 
in their collectivist rationalization of road improvement is 
shown best in the inclusion, among general social benefits, of 
reduced living and distribution costs, and in the separate 
recognition, beyond the direct service to traffic, of a contri- 
bution to special groups of original and intermediate pro- 
ducers, such as farmers, manufacturers, and rail carriers. 
This is equivalent to maintaining, as to the movement of a 
bushel of wheat by rail, that the railroad should not in the 
first instance bear the costs involved, nor should they fall 


8. An example at hand is the statement of a prominent engineer that 
“the national issue ought to be first and foremost in highways, as it is 
in shipping and other branches of industry, viz.: that part of the service 
is in the public interest and therefore ought to be supported by the whole 
people in the great common interest.’’ As to the meaning of subsidy in 
the present connection it may be said, with some qualification to be 
considered later, that motor transportation is not subsidized when roads 
are improved only to the extent warranted by traffic, and traffic bears 
the full cost thus incurred. To the extent that roads are improved more, 
or traffic pays less, there is subsidy. 

To so high-handed a treatment of general social gains and losses it 
may be objected that in a more refined economic order than the present 
one, the apportionment of capital among industries would take account 
of collateral benefits and disutilities. A distinction would be recognized, 
to use Pigou’s phraseology, between “‘social”’ and “private net product,” 
and ways would be found of making the former as effective as the latter. 
But since, as things are, benefits and disservices not entering into the 
calculations of buyers and sellers escape the price mechanism which 
largely governs production, it is perhaps not unreasonable for propo- 
nents of the commercial view of roads to hold that, in the absence of gen- 
eral reform, no exception need be made in this case, provided that this 
conception has any positive advantage to contribute. Moreover, the 
objection loses weight to the extent that the collateral benefits of motor 
roads are not exceptional, and in the degree that any incidental dis- 
services result. Respecting the latter it may be noted that improved 
roads, as an element in motor transportation, must share responsibility 
for an appalling number of casualties, and for such a nerve-wracking 
acceleration of activity and mechanizing and externalizing of life as the 
eloquence of the secretary of an automobile or road-improvement asso- 
ciation could render quite impressive. 
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upon the consignee, but that the movement, being obviously 
beneficial to farmer, miller, baker, and consumer, should be 
financed through payments by them all, and moreover, that 
the general public, being something apart from the con- 
sumer, and living more cheaply than if the railroad were not 
there, should also contribute directly. And presumably, also, 
some sort of collective appraisal of these manifold gains 
should determine what volume of capital may properly be 
committed to railroading. 

General considerations of this kind thus appear incapable 
of outweighing any positive advantages which may be found 
for administering roads simply as transport facilities. At the 
same time, there are, conceivably, specific situations where 
highway expenditures may be warranted on social grounds, 
though not justified by traffic. An out-of-the-way road may 
be desired for military reasons. A local road not otherwise 
calling for improvement may be essential to the plan for a 
consolidated school. Relief of isolation or congestion may, 
when attention is directed to a particular condition, appear 
to warrant special road developments. Supplementary ex- 
penditures may be made on footways and highway beautifi- 
cation which are not indicated by traffic demand. These and 
other special objects may call for separate public appropria- 
tion; but according to the view here presented they are over- 
shadowed by the basic requirements of motor traffic. From 
this viewpoint such grounds are as inadequate for basing 
highway policy generally on imponderable social considera- 
tions, as are the subsidies granted certain merchant vessels 
in justifying collective provision of all commodities requisite 
in wartime. From this standpoint what is needed is an intel- 
ligent application of the commercial principle, with due 
regard for its occasional limitations. 

But quite apart from these social aspects of roads, it may 
appear on strictly economic grounds that their improvement 
will be inadequately promoted, and their cost unfairly spread, 
if traffic alone is taken into account. Road development may 
enhance the value of real estate, or bring new business into 
the community, and these functions, it may seem, should 
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weigh heavily in highway administration. In the present dis- 
cussion some consideration must be given them, tho a 
number of theoretical implications will be neglected. 

As to land values, it should first of all be observed that the 
influence of improved roads has been stressed inordinately; 
that outstanding instances of appreciation in value have 
given rise to generalizations of quite improbable validity.® 
Along with a disposition to exaggerate there has been a failure 
to realize that road improvement may only shift, but not 
increase the demand for land, that early advantages may 
disappear when good roads become general, and that savings 
in production costs may go entirely to consumers. But a 
greater error is the assumption that the gain of land owners 
is something which, in its entirety, is in addition to the service 
to traffic. For the truth is that the greater accessibility which 
confers value is realized through road use, and the value of 
an improved road to traffic embraces, at least in part, the 
advantage of easier access to adjoining lands. Even under 


9. In explaining the value of good roads in his Motor Transportation 
of Merchandise and Passengers, Percival White has only this to say 
under the head of “economic” advantages (p. 427): “Good roads 
increase values in the districts through which they pass. Real estate 
values are enhanced from 100 per cent to 1000 per cent because of the 
increased accessibility.”” The American Committee on Highway Trans- 
port reported to the International Chamber of Commerce at Brussels, 
June, 1925: “It is estimated by officials of the United States Bureau of 
the Census that all the costs of highway development have been directly 
compensated in the accretion of wealth to the property served which 
includes urban property as well as that along the right of way.” Roy D. 
Chapin of the Hudson Motor Car Company stated in Good Roads, 
December 27, 1922: “Definite economic surveys made by the United 
States Bureau of Public Roads show that in the initial improvement of 
the highway there is found an accretion in the value of land in the vicin- 
ity which ranges anywhere from 300 to 1000%.”’ The following year, 
however, the Chief of the Bureau declared in his annual report that the 
effect of roads upon land values was wholly a matter of speculation, with 
little information available. Along with these extravagant claims com- 
plaints are heard that special assessments exceed the value of improve- 
ments, road bonds have undergone default, properties supporting them 
have been sold at sacrificial prices, and in one case armed rebellion was 
almost provoked by the burden created. Commercial and Financial 
Chronicle, April 2, 1921. Acute embarrassment created in Michigan by 
assessment-district obligations has come to necessitate some radical 
readjustment. 
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the present system of license fees and fuel taxes, levied with 
reference to roads in general rather than specific improve- 
ments, it may ordinarily be the case that the average charge 
per vehicle-mile is as much as the privilege of easier access 
to land is worth. Where that is true the road demand on the 
part of such property may be said to be marginal, and the 
greater usefulness of the land may properly be left out of 
account both in road planning and in road financing. More- 
over, even though access to land is worth more than that 
marginal amount per vehicle-mile, it does not follow that 
road policy should be affected. Like a considerable part of 
the demand for any commodity, the demand of a portion of 
the traffic on all roads may be said to be intra-marginal in 
character, but this cireumstance does not affect their value. 
Only where the ordinary traffic that will use a road does not 
justify the improvement, and the higher value of the improve- 
ment to such traffic as serves adjoining land must be recog- 
nized in order to warrant the undertaking, need its special 
contribution to the land be taken into account either in sanc- 
tioning it or in providing necessary funds. Where land 
owners desire such an improvement and will pay for it, they 
should ordinarily be accommodated. But the common as- 
sumption is erroneous that in every instance of the capitaliza- 
tion of the effect of greater accessibility, there exists a service 
over and above that to the road user, which should affect 
road policy. Whether such appreciation may properly be 
taxed away for general public purposes is, from this point of 
view, quite another matter. 

Similarly it is contended that roads should be improved 
because they bring business to a community, particularly 
tourist trade which is attracted by natural beauties of a not 
too inapproachable sort. “In several states,” it has been 
popularly claimed, ‘scenery outranks all other crops in point 
of cash value, and in many others it is well at the top of the 
list and crowding for first place.” In localities where, under 
an agricultural regime, the parsimony of nature was once 
most keenly felt, her unlimited bounty is now the boast of 
energetic chambers of commerce and tourist and resort asso- 
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ciations. To attract and hold the tourist, not only have 
advertising and the development of local recreational re- 
sources been resorted to, but highway improvement also has 
been extensively undertaken. Have we here a benefit beyond 
that to traffic, in deference to which roads should be im- 
proved? 

It seems that the importance of the tourist industry 
depends largely upon one’s point of view and method of meas- 
uring it. It is commonly conceived in terms of the number of 
millions spent in a state by persons living outside; e. g., one- 
half billion annually in California and one-quarter billion in 
Michigan. Regarded realistically this expenditure means, of 
course, not a new industry whereby the national dividend 
is correspondingly enhanced, but a transfer geographically 
of demand for the services of grocery stores, hotels, and fill- 
ing stations, together with some new land utilization. If this 
same principle of counting expenditures from outside were 
applied nationally, the result would be insignificant; while if 
the county or township were the unit, it would mount enor- 
mously. The local unit seems the preferable basis for any 
additional road improvement undertaken on this account, 
for to Petoskey grocers patronage is equally welcome, whether 
by citizens of Toronto or Chicago or Detroit. And citizens 
of Detroit are probably no more interested in contributing 
toward an exceptional road development in the Petoskey 
neighborhood than are citizens of Chicago. Accordingly, if 
local jurisdictions care to assess the special beneficiaries of 
tourist patronage to finance road improvement beyond what 
the volume of traffic may warrant, such a policy would seem 
fully as meritorious as the extensive advertising of the com- 
munity; but that a state should be thus influenced in its road 
policy is much less certain. At bottom, however, the danger 
is chiefly in over-stating the value of outside patronage. For- 
eign dollars in a community shortly attract a horde of foreign 
claimants; and the net gain is finally enjoyed largely by land 
owners. Their case has been discussed. 
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Merits, Impuications, DIFFICULTIES 
or CoMMERCIAL CoNCEPT 

From the foregoing discussion of the benefits claimed for 
motor roads, it may be concluded that the formulation of 
highway policy almost wholly with reference to traffic con- 
siderations would probably cause no serious neglect of needed 
improvements nor work injustice upon those required to bear 
the cost. But a policy thus constituted, while obviously 
stronger through the demonstrated weakness of its critics, 
still requires some display of merit on its own account. Such 
advantages as may be claimed for it inhere chiefly in the 
superior economy of those normal utility-cost relationships 
which are expounded in neo-classical economics, and which 
appear more nearly realizable in the highway field if improved 
roads are construed quite strictly as facilities of motor trans- 
portation. At the same time, difficulties in the way of such 
a handling of the problem are obviously present. Briefly and 
with some overlapping, the implications of these aspects of 
the commercial view of roads may conveniently be considered 
under three headings already noted: development, financing, 
and control of use. 

When a public service is conceived and administered in 
terms of its contribution to general welfare, its worth, and the 
capital investment warranted thereby, are subject necessarily 
to a decidedly inconclusive process of estimate. We may sup- 
pose, as an example, that electric power were provided 
publicly on this basis. Adequate opportunity would be 
offered for political eloquence stressing the social importance 
of well-lighted homes, and the contribution to common 
well-being of flatirons, vacuum cleaners, washing machines, 
refrigerators, and radios, all pleasantly operated by elec- 
tricity. The importance of these things, and the sum worth 
investing for the power to run them, might certainly be 
decided by legislative or popular vote; and in the same man- 
ner officials might be selected and taxes levied to render the 
collective judgment effective. But the result would clearly 
be less dependable than when power plants — including those 
publicly owned and operated — are run in the usual business 
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way. For with each voter judging the importance of the 
service, not to himself, but to every one, and registering his 
judgment in no effective quantitative way, there is no reason 
to suppose that capital thus allocated would be approximately 
as important marginally as in other lines of employment. 
The determination would be just as uncertain as in the 
appropriation of funds for battleships or prohibition enforce- 
ment.! 

Now in the case of highways this is a matter of great 
importance. Motor transport has come to occupy such a 
place, both in the commercial movement of men and com- 
modities, and in the provision of a leading consumers’ good, 
that to withhold from it large amounts of capital that it could 
employ more effectively than alternative industries is to 
depart seriously from true economy. Many persons contend 
that the present policy is of this niggardly sort. On the other 
hand, with roads conceived in terms of their imposing general 
contributions, with license and fuel taxes yielding increasing 
revenues, and with a large part of the eligible highway mileage 
already improved, it is even more probable that the future 
presents the opposite danger of committing to roads funds 
that would be more productive elsewhere. That the present 
rate of expenditure should be doubled or trebled is often 
urged; clearly billions are involved, a substantial fraction of 
the nation’s savings. In this possibility of seriously inade- 
quate or extravagant investment may be found the principal 
reason for basing road policy squarely upon the view that 
roads are a commercial instrumentality, serving something 
as tangible as the traffic that uses them. 

But does such a conception of the problem suggest a handy, 
more or less automatic guide for controlling investment, so 
that a proper relationship of utility and cost may be effected? 

1. As Geffcken, a German writer on public finance, has said regard- 
ing the public accomplishment of general social ends, ‘‘the administra- 
tion of finances should be conducted according to the rule prescribed by 
nature, which everywhere abstracts moisture from the earth and the 
plants to give it back in nourishing dews and rains” (quoted, Adams, 


Science of Finance, p. 52); but the felicity of the figure should not blind 
one to the high likelihood of severe drought and unwelcome abundance. 
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3y way of affirmative response, it seems sometimes to be 
assumed that if roads are financed entirely by those who use 
them, and if funds thus derived are all applied to roads, the 
desired result will be achieved. But nothing could be further 
from the truth. The defect is elementary. Any monopoly 
of a necessity may readily exact from its customers a gross 
return far greater than may reasonably be committed to con- 
ducting and expanding the enterprise. This would be true of 
the power plant discussed above, even if commercially oper- 
ated. It is conspicuously true of the special taxes paid by 
road users, since these taxes, conceived as a constituent of 
the total cost of car ownership and operation, possess in con- 
siderable degree ‘‘the importance of being unimportant,” a 
condition of inelasticity of demand for the service rep- 
resented. But monopoly aside, even in private competitive 
industry economy usually requires that part or all of the net 
return be taken from the business, instead of being employed 
in its expansion. 

But if the commercial view of highways provides no simple, 
automatic guide for their development, it indicates the need 
of a pecuniary calculation of gains and costs in the specific 
situation, and with reference to traffic alone, quite different 
from any popular estimate of the enhancement of collective 
well-being. By those who in part at least adopt this view- 
point, the need has been recognized and a beginning made 
toward developing a suitable technique. Attention has al- 
ready been called to the conduct of numerous investigations 
to determine the effects of road surfaces upon vehicle oper- 
ating costs and tire wear, with a view to ascertaining the 
volume of traffic which will warrant such an outlay as a par- 
ticular type of improvement involves. Elaborate traffic 
surveys have been carried out with the purpose of deter- 
mining whether individual highways reveal, or are likely to 
reveal, given densities of traffic of classified varieties. In a 
number of respects the technique of measuring the traffic 
demand for road improvement is crude and inadequate; and 
the economic theory according to which results are inter- 
preted is often faulty. Elaboration of these assertions would 
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require many pages and may not be undertaken here. It is 
sufficient to note that it is along such lines as these that the 
business conception of highways must find expression in the 
basic task of guiding investment in road development.’ 

But if the process of guiding road improvement should be 
in the nature of control as just described, does it matter who 
provides the funds, road users or the general tax-paying 
public? One answer is that reliance upon registration and 
fuel taxes, in lieu of tolls, gives striking support to the com- 
mercial concept, without which its character would be lost. 
It may be urged further that, as a matter of elementary fair- 
ness, there is little reason, in an economy still essentially 
individualistic, why the privilege of using motor roads should 
be conferred at general public expense. But a more com- 
pelling reason for depending upon special taxes for road- 
financing, and for devising such taxes to measure road use 
as closely as is practicable, is the desirability of promoting an 
economic organization of the transport industry, including 
rail, motor, and other facilities. An essential of such organiza- 
tion, where patrons are free to adopt the agency that they 
prefer, is the condition that each agency bear its own costs; 
and an appreciable tho minor part of motor-transport costs 
arises in connection with the highway. This consideration 
applies not only to commercial vehicles, but to all motor cars, 
since all are competitive with railroads, and since there exist 
alternative possibilities in the organization of motor trans- 
portation itself. 

The problem of formulating special taxes to accomplish 
this purpose is twofold. First, there is required such analysis 
of the factors in impact and congestion, together with the 
bearing of these factors on wear and tear, requisite strength 
of surface, and width of roadway, as will lead to a reasonable 
division of road costs among types of traffic. Second, there is 
the matter of devising such a system of special taxes as will 

2. The cost of roads which must be covered by traffic gains in order 
to justify the outlay is reduced to the extent that labor, which otherwise 


would be unemployed and public supported during a period of business 
depression, is used in the work of maintenance and construction. 
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spread the financial burden in as close conformity to the 
desired allocation of costs as is feasible. Undoubtedly more 
needs to be known along these lines, but present knowledge 
would permit considerable improvement in existing legisla- 
tion. Without entering upon a detailed discussion of the 
matter, it may be observed in the case of registration fees 
that, among the several bases of determining them in the 
United States, the value of the vehicle has no place at all, in 
so far as such fees are regarded as a payment for road use. 
Similarly the principle of charging what traffic will bear, as 
recognized in railroad rate-making, has little applicability. 
Tho much of the cost of roads is incurred jointly on behalf 
of all varieties of vehicles, the need is largely absent of adjust- 
ing charges so as to attract traffic and spread more thinly the 
costs of not wholly used capacity. This is certainly true as 
long as road development lags behind the demand of traffic; 
and is likely to be true at any time since road improvement 
may be accomplished by stages, with both surface capacity 
and structural strength adjusted to traffic volume as it ex- 
pands. In so far as this is the case, the objection to fuel taxes 
that their relation to vehicle use will discourage traffic and 
prevent the spreading of overhead is hardly valid.’ 

But while it is important, if the commercial principle is to 
be applied, that a defensible procedure be found for appor- 
tioning costs among types of traffic, it is even more important 
that the nature and volume of these costs be correctly appre- 
hended, so that the total sum properly collectible from road 
users through special taxation may be known. A number of 
errors in this connection lead severally both to over- and 
underestimates of the annual amount that traffic must pay 
in order to avoid subsidy. The figure is frequently set too 
high through confusion of this annual payment for road use 
with the annual outlay on roads. Roads are a state enter- 
prise, and no system of special levies will convey to vehicle 
operators the ownership of them. Thus the capital invest- 
ment in road improvement is for the state to finance; while 


3. Cf. J. M. Clark, Economics of Overhead Costs, pp. 304-305. 
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a reasonable payment for annual use, covering not only 
upkeep and replacements but also interest on the investment, 
may properly be exacted from the user. It is often overlooked, 
that the two ideas of paying for road service and providing 
a capital sum for investment are quite inconsistent, except 
as the capital sum results indirectly from the earnings of the 
highway enterprise. With the annual outlay on roads 
approaching two billions, it is probable that the annual cost 
does not exceed one billion; tho it is quite possible that 
with a curtailment of new development of roads, the cost 
should exceed the outlay. In determining the annual cost 
chargeable to traffic, the principal difficulty arises in con- 
nection with the interest figure, both because the rate may 
be debatable and, more particularly, because the capital value 
of roads is not accurately known. Especially there is a differ- 
ence of opinion as to whether present traffic may properly 
be charged with investments in land and improvements before 
the motor era. Clearly any decision will be unsatisfactory, 
but consolation may be found in the fact that, so far as rail- 
motor relations are concerned, an equal difficulty arises in 
placing competitive rail traffic on a strictly non-subsidized 
basis. Reasons may exist for minimizing the point urged by 
motor and waterway interests that the railroads have bene- 
fited greatly from land and money grants; but considerable 
significance attaches to the probability that the passenger 
and less-than-carload freight traffic of the railroads often fails 
to pay its way, and is supported in part by the non-com- 
petitive long-distance bulk carriage of goods. 

But the adequacy of special-tax collections is misrep- 
resented in the opposite way through failure to recognize 
that not all of the proceeds may properly be credited to 
motor transport as payment for road use. If highways are 
regarded as transport facilities, and special taxes are collected 
solely to pay for them, such taxes do not meet the obligation 
of the industry to assist in defraying the general expenses of 
government. The tax bill of the railroads runs normally 
above $350,000,000 annually, or approximately as much as 
the total of motor registration fees. Motor-transport service, 
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if worth its cost, is worth nearly twice as much as the gross 
revenue of railways; yet general taxes borne by it are rela- 
tively light. To the extent that motor vehicles are owned by 
corporations they are subject to the tax-levies applicable to 
the corporation; when otherwise owned their productivity 
may be reached through the personal income tax; and the 
vehicles may be taxed as personal property. But since they 
own no roadway that is taxed, an appropriate fraction of 
special-tax receipts may reasonably, on that account, be re- 
garded as contribution to the general expenses of govern- 
ment; and since a number of states do not tax vehicles as 
personal property, in some instances with the specific proviso 
that the registration fee is in lieu thereof, a further realloca- 
tion of special-tax receipts is justified. But should the opera- 
tion of private vehicles be regarded as part of the motor- 
transport industry for purposes of general taxation? This 
is debatable, and depends upon the philosophy believed to 
govern our business taxes. We may simply note that when 
a renewal of the federal excise on motor vehicles is being 
proposed, presumably upon the theory that automobiles are 
luxuries and should be taxed accordingly, the automobile 
associations are loud in their assertion that even private pas- 
senger vehicles, instead of being luxuries, are essential busi- 
ness instruments. 

On the much argued point whether the states may properly 
divert to non-highway purposes a part of the receipts from 
registration and fuel taxes, we now have two reasons why 
such action is proper. One is that such taxes stand partly in 
lieu of general taxes, such as are paid heavily by the railroads, 
and that motor transportation should contribute in similar 
manner to governmental functions other than highways. The 
other is that a substantial fraction of such part of the special- 
tax receipts as is properly regarded as payment for road 
use is of the nature of interest on a public investment. The 
state is no more obligated to reinvest in one of its enterprises 
all of the income therefrom than is a private undertaking, 
and should decide the matter on similar grounds. Perhaps 
for a considerable time new road improvements will usually 
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amount to more than the interest on old improvements; but 
the time should come when a portion of this income can be 
used to reduce the burden of government upon other revenue 
sources. Such reasoning rests, obviously, upon the conception 
of highways as a publicly-provided commercial instrument; 
if they are not to be so regarded, there can hardly be any 
theoretical objection to treating these special tax receipts as 
part of the general-tax fund. 

One further corollary of the business analogy in financing 
highways may be noted. If roads are to be improved solely 
with respect to considerations of transport economy, their 
provision will involve no discrimination as between types of 
traffic, whether passenger or freight, private or common car- 
rier. And if roads are thus provided, it should follow, if the 
most economic organization of road transport is to result, that 
special taxes will be levied, in so far as they are payments for 
road use, wholly upon the basis of a reasonable imputation 
of road costs. It will not be the case that certain vehicles use 
the highways as a matter of right, and other vehicles as a 
special privilege; rather, contrary to prevailing practice in the 
majority of states, vehicles that are physically alike and used 
to a like extent will pay the same amounts. 

But while the economic justification of investing capital in 
highways must be determined in the specific situation, the 
financing of improvements cannot, in the absence of a toll 
system, be accomplished on that basis. Rather, it must be 
upon the basis of the taxing jurisdiction, presumably the 
state. In consequence, the application of the private-business 
analogy must be qualified somewhat, for special taxes on a 
state-wide basis cannot reflect the widely differing costs per 
vehicle-mile of serving traffic on roads of unequal traffic 
density, even when the degree of improvement has been 
related to the density. Altho it is true that most vehicles 
traverse a considerable range of highway types during the 
course of a year, it still is unreasonable to depend upon special 
taxes as now levied to cover improvements whose cost on a 
vehicle-mileage basis is exceptionally high, and which are 
used mainly by an identifiable local traffic. The point was 




















HIGHWAY POLICY ON A COMMERCIAL BASIS 441 


made above that it may be necessary for this reason to depend 
upon real-estate assessments in certain cases; and the situa- 
tion is similar with respect to a large mileage of county, and 
especially of township roads. Some continued dependence 
upon local property taxation may be desirable, tho, for the 
most part, local roads have not thus far enjoyed a sufficient 
allocation of special-tax funds. Likewise, city streets have 
not, in general, been regarded as an integral part of state 
or county road systems, tho certain streets often are. A dif- 
ferent type of street administration may be explained by the 
greater weight of property and general social considerations, 
as against those purely of transport. Yet to the extent that 
the urban operation of vehicles gives rise to special tax receipts, 
it follows, on the basis of a business view of roads, that the 
municipalities should share in the division.‘ 

When we turn to the third phase of highway policy, the 
control of road use, some further merit may be found to 
attach to the business view. Its chief virtue, here, may be 
said to consist in the protection it affords against untoward 
extremes of policy. Such an extreme was reflected in that 
British law of 1661 which, because of the danger to existing 
roads, prohibited the operation of four-wheeled vehicles. It 
appears obvious to a motor-minded age that road regulations 
should not thwart transportation progress; on the contrary, 
it seems the plain duty of a state highway monopoly to adapt 
roads to the needs of traffic. Yet it would be equally extreme 
to hold that highways should be provided to serve any traffic 
that the caprice of vehicle builders and operators may place 
upon them. Opposition to regulations designed to control 
those vehicular characteristics which determine impact and 
the occupancy of road space, seems sometimes to imply such 
an attitude. From the standpoint of a truly economic articula- 
tion of its elements, the highway transport industry is handi- 

4. A final corollary of the commercial conception of roads in the 
matter of financing is that it suggests a considerable dependence upon 
bond issues in the first instance. If road development is economically 
justified, it should be accomplished as soon as possible, but its cost may 


reasonably be spread over a fairly long period, the length depending 
upon the character of the improvement. 
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capped, in comparison with the railroads, by the separate 
control under which vehicles and roadway function. Such 
mutual adaptation as is accomplished must be undertaken 
by the state, through road development on the one hand 
and through control of road use on the other. To this end 
it seems likely that the latter function will be performed 
more economically if the highway is conceived as an integral 
part of an industry than if a purely political conception of it 
prevails. 

For accomplishing this purpose, the power of the state is 
extremely broad; and the scope of its extensive authority 
applies not only to the physical characteristics of vehicles, 
but also to the kind of service in which they are employed. 
Control of road use may extend to the partial or total exclu- 
sion of vehic‘es whose services are for hire; and the authority 
thus possessed may be used to modify fundamentally the con- 
duct of road transportation and its relation to the railroads. 
Whatever may be the traditional legal view on this matter, 
it follows, as stated above, from the commercial conception 
of highways, that they are provided to serve all traffic whose 
economy is apparent, and not only such traffic as fails to yield 
a direct pecuniary income. This being true, it appears that 
such restriction of business traffic as may be desirable for 
reasons other than the incapacity of the highway to accom- 
modate it, should be accomplished under some specific dele- 
gation of authority to determine questions of public con- 
venience and necessity, and not under cover of the broad 
general power to control highway use.® 

So pronounced in recent years has been the tendency to 
invoke commercial analogies in considering matters of high- 
way policy that it is important, with reference to a possible 
further extension of the tendency, to appreciate the numer- 
ous implications of this viewpoint. It is with this object 
that the preceding paragraphs have been written. While the 

5. For a recent analysis of the constitutional issue in such a delegation 
of authority, see J. H. Stevenson v. T. Binford et al., District Court, 


S. D. Texas, whose text in advance report appears in 6 United States 
Daily 2088, 2096, November 13 and 14, 1931. 
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merits of such an approach may seem considerable, some 
doubt quite naturally remains whether the conception and 
treatment of roads—even of automobile roads — in the 
traditional political manner can be wholly eradicated, or 
whether they should be. In a period characterized by an ~ 
ever-widening collectivism, it may be a backward step to 
reduce road administration to a narrowly conceived com- 
mercial basis. And still more serious questions arise as to 
whether highway matters are capable of effective adminis- 
tration according to private business criteria, in view of the 
nature of politics and the character of democratic govern- 
ment. But misgivings on this latter score, it seems, derive 
from a condition to which we should not easily submit. The 
very fact that the scope of government is expanding to 
include functions which have lain in the private business field, 
or which might properly lie there, renders more necessary 
than otherwise the formulation of standards which prom«te 
economy, and which spring from an appreciation that the 
requirements of social economy are not altered by the pres- 
ence of public administration. Standards of guidance and 
procedure superior to the rough judgments that govern those 
public functions whose significance is unavoidably imponder- 
able and diffused, thus become increasingly desirable. The 
logrolling approach to economic matters; commonly exempli- 
fied in federal rivers-and-harbors legislation is equally to be 
eschewed. To this end it is possible that, with the beginning 
already made in the highway field, a still more extensive 
application of the commercial conception of road adminis- 
tration will furnish useful practice and experience. 


SHOREY PETERSON. 
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of conclusions, 463. 


Pronounced interest has been manifested recently in the 
general subject of foreign investment and particularly in the 
question of investment in branch factories abroad and in 
other forms of direct investment. This interest has expressed 
itself in a considerable volume of periodical literature, in 
cursory discussion in various recent books and in certain 
valuable surveys by public and semi-public organizations. 
So far, however, little has been done toward attacking the 
problem on theoretical grounds. Yet the confused and incon- 
clusive character of quantitative data on the subject, where 
such data exist at all, renders abstract analysis the most 
promising method of treating the subject. An attempt will 
be made in the following pages to supply this lack of analysis 
of direct investment so far as it relates to terms of trade 
between countries. No effort will be made to cover such 
matters as the return on investment, either absolute or rela- 
tive to return on investments at home, the alternative effects 
that would have followed had the investment been made at 
home, or the change in terms of trade that may be necessary 
in order that the transfer of the investment may be effected. 
In the past, the immediate effects of foreign investment have 
attracted chief attention. The conventional procedure has 
been to follow the analysis, familiar since the days of Cairnes, 
of dividing the effects of foreign investment into three stages, 
the period of the extension of the loan, the period of increas- 
ing interest payments, and the period of repayment of prin- 
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cipal.! Such an approach is limited to the influences on trade 
arising from the initial transfer of the investment or the sub- 
sequent transfer of interest and repayments of principal. 

An entirely distinct problem is presented by whatever in- 
crease in productive efficiency in the country receiving the 
investment may result from the investment. Effects arising 
from this source may be regarded as ultimate, even tho 
they appear contemporaneously with certain of the exchange 
effects. It is this category of effects that is discussed in the 
following pages. They are, of necessity, viewed by them- 
selves, tho it is recognized that they might, at any particular 
time, be seriously modified by the exchange or other influ- 
ences suggested above. 

The method of treatment has been to trace the effects on 
trade that result from changes in the productive efficiency of 
the trading countries. It is here assumed that these changes 
arise from foreign investment, but this is a purely arbitrary 
assumption. The conclusions would be equally valid for any 
similar changes in the productivity of trading countries, 
regardless of the cause of those changes. 

From an examination of trade under the simple conditions 
assumed by Mill we arrive at certain leading propositions. 

1. An investment in a foreign country that modifies pro- 
ductive efficiency in such a way as to increase the disparity 
in ratios of productivity among the trading countries will 
increase the possible gain to be derived from trade. 

If country A can produce with a unit of productive effort 
1 bushel of wheat or 2 yards of cloth while country B can 
produce 2 bushels or 1 yard, they can, obviously, increase their 
combined output one-third by trading with each other and 
specializing along the lines of comparative advantage. If we 
assume that an investment by A raises the productive effi- 
ciency of B to 3 bushels or 1 yard, it follows that their com- 
bined output with trade which was 4 bushels and 4 yards now 
becomes 6 bushels and 4 yards, a material gain from the 
investment and one in which presumably both will share. 


1. Cairnes, Leading Principles of Political Economy, New York, 
1874, pp. 360-63. 
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2. An investment in a foreign country that reduces the 
disparity in ratios of productivity between the trading coun- 
tries will reduce the relative gain to be derived from trade,’ 
may not increase the combined efficiency of the two coun- 
tries,? and may not affect the extent of specialization or alter 
the volume of trade. 

We may assume that under the conditions just stated A’s 
investment in B raises the latter’s efficiency in cloth to 
2 yards, leaving the efficiency in wheat unchanged at 2 
bushels. Country B’s absolute efficiency is now greater than 
before and the possible gain to be secured from trade is less 
than it was. Nevertheless, its comparative advantage still 
lies in wheat and it would still be advantageous to trade 
wheat for cloth. In such a case it is clear that the investment 
would be wasted. The combined efficiency of the two coun- 
tries remains the same and presumably the investment would 
not be utilized. While this case relates to the problem of 
equipping industries to compete with those of the investing 
country, it involves investment outside an industry of com- 
parative advantage. An investment in a line of comparative 
disadvantage would not, normally, be undertaken, but it may 
be assumed that such a situation as that presented here 
might arise during a transitional period, as where an industry 
was being developed from the stage of comparative dis- 
advantage to a position of comparative advantage. The de- 
velopment shown here would, presumably, require the aid 
of some such device as a protective tariff. Obviously, such 
measures would be justified only if the gains subsequently 
secured were sufficient to compensate for the loss incurred in 
producing at a disadvantage during this transitional period. 
In short, the ultimate gain would have to be adequate to 
offset the waste indicated here. 


2. This will result from an increase in the income possible without 
trade and not from a reduction in the combined income with trade. 

3. It is necessary to employ this equivocal phraseology since by 
assuming a very large change in productive efficiency it is possible to 
show a gain in efficiency following a reduction in the disparity of ratios. 
No allowance is made for the small savings that might result from reduc- 
tion in costs of transporting and exchanging the goods. 
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2a. The disparity in ratios of productive efficiency may 
be reduced to the point where the ratio in the investee* coun- 
try becomes the same as that prevailing in the investing 
country. In such a case trade will cease. The investment will 
have deprived the investing country of the gains of trade and 
the entire gain from the investment will accrue to the investee 
country. 

Let us assume that A’s investment in B raises the latter’s 
productive efficiency in cloth to 4 yards. Country B is now 
twice as efficient as A in both cloth and wheat. There is no 
longer any incentive to trade since comparative advantage 
has disappeared, and the combined output of the two coun- 
tries is the same with or without trade. 

Again the investment may properly be regarded as wasted. 
It does not follow, however, that no gain will result from 
investment while the ratios remain the same. Let us assume 
that B’s efficiency increases from 2 bushels and 4 yards to 
3 bushels and 6 yards. Trade would still not arise and the 
entire gain from the investment would accrue to the investee 
country, but there would be an increase in the productive 
efficiency of B with no loss in the efficiency of A so that the 
investment could not be regarded as wasted. The difference 
in this case is that an absolute increase in the combined pro- 
ductive efficiency of the two countries has occurred. 

3. In case ratios of productivity are the same, with con- 
sequent absence of trade, any increase in productivity of the 
investee country will give rise to trade with presumable gain 
by both countries, unless the relative increase in productivity 
is the same in all lines, so that the old ratio is not changed. 
In the latter case, trade will not arise and all the gain in out- 
put following the investment will be derived by the investee 
country. 

It will, no doubt, be accepted without further examples 

4. In order to avoid repeated use of the awkward phrase “country 
receiving the investment”’ or the somewhat misleading term “borrowing 
country,” the term “‘investee” will be employed. Cf. Kemmerer, E. W., 


“The Theory of Foreign Investment,” The Annals, November, 1916, 
p. 8. 
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that any increase in productivity that brings about a com- 
parative advantage in the production of a particular article 
will give rise to trade and lead to a presumably mutual gain. 
But it does not follow that an increase in the productivity of 
the country receiving the investment will necessarily lead to 
trade or to gain to both countries. That is to say, the in- 
creased efficiency of the investee may be so distributed over 
all its industries as to fail to create any comparative advan- 
tage. 

We may conclude, therefore, that where a comparative 
advantage is neither created nor maintained, (a) any increase 
in productive efficiency will accrue to the investee country 
only, and (b) the combined output of both countries might be 
as great if the increase in the productive efficiency of the 
investee country were confined to one product only. This last 
point is of considerable practical significance since it indicates 
that under certain conditions as great a total output may be 
obtained by developing trade between countries without 
additional investment® as would result from increased invest- 
ment without trade. Furthermore, a small investment appro- 
priately distributed may be more profitable than a much 
larger investment applied in a different way. The previous 
point (a) is of importance to the investing country since it 
indicates that too much, or too diversified, investment may 
lead to no net increase in production, while at the same time 
it may cause trade to decline and that part of the product 
formerly shared to be appropriated entirely by the country 
receiving the investment. To repeat, a doubling of the effi- 
ciency of the investee country in the production of wheat, 
as a result of investment, would injure the investing country 
by depriving it of the gains arising from trade, and would be 
wasteful since it would lead to no increase in the combined 
output of the two countries. 


In order to overcome, in part at least, the limitations 
attaching to this highly sublimated method of analysis, it 
seems desirable at this point to trace the effects of foreign 
5. As through the removal of artificial barriers. 




















FOREIGN INVESTMENT 449 


investment on terms of interchange in a more complicated 
trading situation. The procedure here followed is similar to 
that used by Professor F. D. Graham in his article on Inter- 
national Values Re-examined.*® It would seem unnecessary to 
repeat any of the discussion therein contained, and we may 
for the sake of simplicity make use of the assumptions there 
employed (p. 70). In four countries, A, B, C, and D, whose 
productive power measured in cloth was in the ratio 1:2:3:4, 
one unit of productive power was assumed to be able to 
produce: 


InA In B InC In D 
Re dtiteca die SaNasanet 10 10 10 10 
or or or or 
ET ET ee 19 20 15 28 
or or or or 
WD oes c.0 ccukGanuneas 42 24 30 40 


It was found that the only terms of interchange that could 
be maintained under these conditions were 10 cloth: 21 linen: 
30 chairs. The following gains were found to result from 
trade on this basis: 

A B C D 
27.1% 9.0% 10.5% 9.1% 


Let us now assume that as a result of investments by 
country D in country A the efficiency of the latter is increased 
to 10 cloth: 19 linen: 44 chairs, the efficiency of the other 
countries remaining as originally stated. This increase in the 
efficiency of A in producing chairs has no effect upon the 
terms of interchange and they continue to be 10:21:30. On 
this basis, countries B, C, and D neither gain nor lose from 
the investment. Countries C and D are compelled to reduce 
their production of chairs and expand their output, respec- 
tively, of cloth and linen. The entire gain from the invest- 
ment accordingly accrues to A which expands its consumption 
of all commodities and increases its production of chairs.’ 

6. QuaRTERLY JOURNAL oF Economics, November, 1923, pp. 54-86. 

7. A relatively greater improvement in productive efficiency is pos- 


sible in the case of a small than a large country without encountering so 
great a cheapening of the product as to worsen terms of interchange. If 

















450 QUARTERLY JOURNAL OF ECONOMICS 


The gains resulting from trade following the investment are 
as follows: ® 





A B C D 
Before investment.......... 27.1% 9.0% 10.5% 9.1% 
After investment........... 33.1 9.0 10.5 9.1 
Gain from investment?®...... 6.0 nil nil nil 


With conditions as originally stated (p. 449) we may assume 
that investments by D in B lead to that country’s efficiency 
increasing to the ratio 10:20:30. It now becomes a matter of 
indifference whether B produces cloth or chairs. We may, 
therefore, find B reducing its production of cloth and begin- 
ning to produce chairs, the only saving being a possible sav- 
ing in transportation. The productivity of B, in an economic 
sense, is not increased, nor is there any change in the net 
productivity of the group of trading countries. Any shift 
from the production of cloth to chairs leads to a contrary 
shift in C, which possesses a comparative advantage in the 
same lines as B. The effect upon trade is thus confined to the 


a small country produces only a small proportion of the total supply of 
a particular article, an increase of, say, 50 per cent in its output might 
have very slight influence on prices while so great a proportionate 
increase in the output of a large country might flood the market and 
greatly reduce prices. If, on the other hand, the small and the large 
country supply the same proportion of the total, this represents a larger 
share of the country’s trade in the one case than in the other. Conse- 
quently, an increase in output of such proportions that it just fails to 
lower the price would constitute a larger gain relative to the national 
product in the small country than in the large. 

8. Gain is determined by the difference in productive effort required 
to produce a given quantity of goods with and without trade or before 
and after investment. In the above example, A requires 10 cloth, 19 
linen and 42 chairs. At the terms of interchange finally established 


10 cloth =30 chairs 
19 linen =27 1/7 chairs 
42 chairs = 42 chairs 


This represents a total of 99 1/7 chairs, whereas, to obtain the same 
quantity of goods without trade would require the aie effort 


necessary to produce 126 chairs. There is, therefore, a gain of = A or 

27.1 per cent. (Cf. Graham, op. cit., p. 73, n. 7.) 1/7 
9. This gain will throughout be calculated as a osialans of the 

total production without trade and before investment is made. 
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investee country and a neutral country. This shift may go to 
the point where B becomes independent of the import of 
chairs, or even so far that B begins to export chairs, but in 
any case both B and C must continue to produce some cloth. 

It should be observed that B gains less from trade per se 
when its productive efficiency is 10:20:30 than it did when its 
efficiency was 10:20:24. At the original ratio of productive 
efficiency it gained 9 per cent through trade, whereas at 
the new ratio the gain attributable to trade is 1.6 per cent. 
Altho the same gain over the original, unspecialized situa- 
tion (9.1%) still obtains, most of this, by reason of the invest- 
ment, would accrue without trade. Since, however, all this 
gain could have been secured through trade alone, the invest- 
ment may properly be regarded as wasted. Nevertheless, it 
is true that B’s incentive to trade and possible loss from a 
suspension of trade have both been reduced. Investment 
may, therefore, be a factor in reducing the advantage of 
trading. Wherever the investment has the effect of reducing 
the advantage of trade it will become more difficult to transfer 
the interest payments to which the investment itself gives rise. 

Starting again from our original conditions, it will 
readily be seen that investments by D in linen production in 
C will have no effect on trade until C’s productivity reaches 
21 linen. At this point C could as well cease foreign trade and 
produce only for domestic consumption. If this were done, 
however, a relative shortage of chairs and cloth would occur 
and linen would become more plentiful than before. Conse- 
quently, a temporary change in the terms upon which these 
commodities exchange, whereby linen became cheaper 
would promptly bring about an increase in the production o’ 
cloth and chairs, but these terms could not continue withou’ 
leading to a shortage of linen. The play of prices would soone* 
or later establish the old terms of interchange since only thes™ 
terms are capable of providing equilibrium, but it would stile 
be necessary for C to produce for export altho no gain! 
would be derived therefrom. The result of the various shifts 
might be a shift by C out of chairs into linen, at least to the 
point where chairs were no longer being exported. To the 
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extent that this was done D would expand its production of 
chairs and reduce its production of linen. But C would have 
to continue to export cloth and to import either linen or chairs 
or both linen and chairs. The effect of this change is, thus, 
much the same as that pointed out in the previous paragraph. 

Let us assume now that as a result of further investments, 
the efficiency of C in the production of linen rises from 
10:15:30 to 10:24:30. Country C now comes to have a com- 
parative advantage in the production of linen and will imme- 
diately cease the production of cloth and chairs and special- 
ize in linen. The increased supply of linen causes the price 
to decline and with the decline in the price of linen there is a 
shift by D to the production of chairs only so that the supply 
of chairs is likewise increased with a consequent fall in the 
price of chairs. The upshot of these changes is that new 
terms of exchange are established at 10:24:34 2/7. This 
represents a proportionate decline in the price of both linen 
and chairs from the old terms of 10:21:30. At these new 
terms, C produces both cloth and linen. Country D still pro- 
duces linen and chairs as before but will have decreased its 
production of linen as a result of C’s competition and will 
have materially expanded the production of chairs. Thus, 
while the investment has increased the competition in linen 
to the disadvantage of D, it has led C completely to abandon 
production of chairs. The gains and losses resulting from 
trade on the new terms of interchange are as follows: 





A B C D 
Before investment.......... 27.1% 9.0% 10.5% 9.1% 
After investment........... 21.8 18.4 20.0 5.0 
Gain from investment....... —5.3 9.4 9.5 —4.1 


It will be seen that one of the neutral countries, B, has gained 
almost as much as C from the investment whereas the invest- 
ing country has lost, as a result of the change in terms of 
interchange, but has lost less than A, the other neutral 
country. 

In order to trace the effects of investments in a still more 
complex situation, we may assume that the changes previ- 
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ously treated as occurring independently take place together. 
The ratios of productive efficiency will then be: 


InA In B InC In D 


MING 4 5s dao canincaeaant 10 10 10 10 
or or or or 
Ee 19 20 24 28 
or or or or 
MD a oti cdiaoeo5aa sac 44 30 30 40 


At the original terms of interchange too little cloth and 
too much linen and chairs will be produced. The price of 
cloth will rise relative to the prices of linen and chairs until a 
ratio of 10:24:34 2/7 is attained. At these terms only can 
equilibrium be established. Trade on these terms results in 
the following gains and losses: 





A B Cc D 
Before investment.......... 27.1% 9.0% 10.5% 9.1% 
After investment........... 27.6 18.4 20.0 5.0 
Gain from investment....... 0.5 9.4 9.5 —4,1 


Total production is increased only to the extent that the 
absolute efficiency of a particular country along the line of 
comparative advantage is increased.' Except for this, changes 
in trading gains are merely redistribution of existing gains 
arising from trade. Gain or loss in this process of redistribu- 
tion depends upon whether the new ratio involves a greater or 
less disparity relative to the productive efficiency of the indi- 
vidual country than was the case with the old ratio. Terms 
of interchange, if altered at all, will move against those coun- 
tries producing the articles subjected, as a result of the invest- 
ment, to keener competition. This adverse effect may be 
offset in any degree by an increase of absolute efficiency in 
production. 

We may examine still further the question of whether a 
country must lose through an increase in competition in a 
particular line by assuming that, with conditions as originally 

1. That is, the comparative advantage previously held may be ren- 


dered greater or a comparative advantage may be developed in a new 
line greater than the previous comparative advantage. 
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given (p. 449), through D’s investment the productive effi- 
ciency of B in cloth is increased to the ratio of 20:20:24 
(10:10:12). This, clearly, will increase competition between 
B and C in the manufacture of cloth. It will be found, how- 
ever, that the terms of interchange will remain the same as 
previously (10:21:30). The results of trade are as follows: 





A B Cc D 
Before investment.......... 27.1% 9.0% 10.5% 9.1% 
After investment........... 27.1 118.0 10.5 9.1 
Gain from investment....... nil 109.0 nil nil 


It is seen that countries A, C, and D neither gain nor lose by 
the investment in B. The increased output of cloth by B has, 
thus, had no effect whatever upon the income of the other 
countries altho C and D have been compelled to shift 
their productive activity materially. The entire increase in 
B’s efficiency accrues to the benefit of that country. 

It must not be supposed, as a result of these examples, that 
the investee country will inevitably derive all, or even most 
of, the gain from an improvement in productive efficiency. 
Not merely, as shown here, may a country not lose by the 
increased efficiency of a competitor, but it can be shown that 
an increase in the productive efficiency of a particular country 
may benefit all countries except itself, and its erstwhile com- 
petitor most of all. Let us assume that as the result of 
additional investment B’s efficiency in the production of cloth 
increases still further to a ratio of 30:20:24 (10:6%:8). Experi- 
ment will show that the only terms of exchange capable of 
establishing equilibrium will be 30:30:284 (10:10:94+). Unless 
the exchange value of cloth falls to this point, too much cloth 
and too little linen and chairs will be produced. The result of 
trade on these new terms is as follows: 





A B ay D 
Before investment ......... 27.1% 9.0% 10.5% 9.1% 
After new investment....... 60.2 38.0 47.7 34.0 
Gain from investment....... 33.1 29.0 37.2 24.9 


Gain from new investment as 
compared with old 


PIR is Sle careadiewaies ‘ ; 37.2 24.9 
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It is evident that, compared with the previous situation, B 
has lost greatly through the large increase in its productivity. 
The so-called paradox of value has been encountered, and 
the large volume of cloth produced yields a much smaller net 
return to B than an output only two-thirds as great. The 
productivity of all countries taken together has obviously 
increased and this means that as a group they must gain, but 
all the latest gain in output is distributed among the countries 
not receiving the investment and in addition they receive, at 
the expense of B, a share of the increased output resulting 
from the previous rise in B’s efficiency. While all countries 
other than B derive large gains from the latest improvement 
in that country’s productive efficiency, it is worthy of note 
that the greatest relative gain accrues to C. Yet C was 
formerly a competitor of B in the production of cloth and was 
forced to abandon this line of production as a result of the 
increased competition resulting from the new investment. 

It may be remarked that the investing country gains rela- 
tively least from the combined results of investment, and 
less than either A or C from the latest investment. That this 
is not necessarily true may, perhaps, be shown by changing 
to the assumption that A, the second richest country, made 
the investment rather than D. 

The effect of changes in the productive efficiency of a par- 
ticular country upon countries with which it trades may be 
further illustrated by examining a new set of conditions. 
Assume that a unit of productive effort will produce: 


nA InB InC In D 
NE dikind esd swnmincedecas 10 10 10 10 
or or or or 
BNR ha Os oe ccieahaae eter 20 20 24 27 
or or or or 
oT Ae ee eee Te 27 28 30 36 


and that the productive power, measured in cloth, of A and 
B is two-thirds that of C and D. In order of wealth as meas- 
ured by relative efficiency in production, D is first, C second, 
B third, and A is the poorest. Experiment will show that the 
only terms of interchange capable of establishing equilibrium 
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are 10 cloth : 21 linen : 28 chairs. The gains resulting from 
exchange on this basis are as follows: 
A B C D 
2.9% 1.6% 6.7% 8.0% 

Let us suppose that as a result of D’s investment in A, the 
efficiency of the latter in the production of linen rises to the 
ratio 10:24:27. At the old price too much linen would now be 
produced. As the price of linen declines, D will reduce its 
production of linen and increase the output of chairs, and 
after a certain point C will also undertake the manufacture 
of chairs. Accordingly, chairs as well as linen will decline in 
price relative to cloth. Country D is, therefore, subjected to 
new competition in both linen and chairs. However, as it 
becomes to B’s advantage to withdraw from the production 
of chairs and specialize in cloth, D largely replaces B as a 
producer of chairs, specializing in chairs to the exclusion of 
other products. 

The readjustment of terms of interchange continues until 
the ratio of 10:24:30 is reached. At this point equilibrium is 
established with trade gains and losses as follows: 





A B C D 
Before investment.......... 2.9% 1.6% 6.7% 8.0% 
After investment........... 9.8 8.4 nil 8.3 
Gain from investment....... 6.9 6.8 —6.7 0.3 


At the new ratio, C loses all benefit from trade, but must con- 
tinue to produce for export, since failure to do so would upset 
the equilibrium and call C into the market again, whereupon 
price would return to 10:24:30. At this ratio C could pro- 
duce any of the articles equally well. It might produce chairs 
and linen only or it might reduce its production of linen and 
undertake the production of a certain amount of cloth. In 
the latter case A would expand its output of linen at the 
expense of cloth, but this would not affect the equilibrium, 
nor would it enable C to derive any gain from trade or alter 
A’s present gain therefrom.” 


2. This is another illustration of the point that investment may 
deprive a country of its comparative advantage and, consequently, of 
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The net effect of the investment and the consequent shift 
in terms of interchange is indicated by the percentages of 
gain from trade before and after investment. It is seen from 
this that the investing country as well as the investee country 
has gained from the investment, notwithstanding the fact 
that the investment was applied to a competing product, and 
forced the investing country to abandon this line of activity. 
The effect upon “neutral” countries presents an interesting 
contrast. While one of the countries, as a result of the invest- 
ment, was deprived of all the benefit previously derived from 
trade, the other obtained nearly as great a gain as the investee 
country and considerably more than the country making the 
investment. 

This case, furthermore, casts light on the popular belief 
that the prosperity of a particular country is enhanced by an 
increase in the prosperity of countries with which it trades. 
The increased prosperity of A was accompanied by nearly as 
great an improvement in B’s well-being and by a slight gain 
to D; but C, instead of prospering, suffered very heavy loss. 
Other examples (e.g., pp. 450, 453, 454) show further cases 
where the improvement in one country’s affairs was not accom- 
panied by improvement in the affairs of another. Still another 
case (p. 454) indicates that a decline in the prosperity of a 
particular country may be synonymous with a gain to the 
countries with which it deals. It appears that the enhanced 
prosperity of a particular country may benefit a country with 
which it trades, or injure it, or have no effect whatever. In 
short, the effects upon other countries of an increase in the 
country’s prosperity are unpredictable. It is to be feared 
that the highly moral view that nations inevitably gain from 
the well-being of other nations is founded in pious optimism 
rather than in sober logic.* 
any gain from trade. (See supra, p. 447.) In this case, it has done so 
without destroying trade, again indicating that the existence of com- 
parative advantage is not a sine qua non of foreign trade. (Cf. Graham, 
op. cit., pp. 79-81.) 

3. It could be shown in the same way that a decline in the prosperity 


of one country may affect countries with which it trades favorably, 
unfavorably, or not at all. 
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Another important conclusion to be drawn from this 
example is that a country with a variety of exports or with 
nearly equal efficiency in the production of several articles is 
less apt to suffer a serious worsening in the terms of inter- 
change as a result of increased competition from abroad than 
is a country that is narrowly specialized. In the case just 
discussed both C and D were engaged, prior to the invest- 
ment in A, in the production of linen. Country C, however, 
specialized in this product exclusively whereas D produced 
chairs as well. The increased competition in the production of 
linen deprived C, in this case, of all benefit from trade, while 
D, being able to shift readily to tie production of chairs, was 
actually benefited by the change. 

These principles may be further illustrated from actual 
conditions. Thus, it is probable that any increase in the 
ability of other countries to produce rubber as a result of 
improvement in technique or an increase in productive capac- 
ity at home or abroad would lead to trade becoming less 
advantageous to Malaya. The same might be said of Brazil 
and the production of coffee, of Bolivia and the production of 
tin, and of other similar cases. The United States, on the 
other hand, has attained a high degree of efficiency in many 
lines, and it is likely that if competition were to become severe 
in any particular line, it would be possible to expand the 
exports of some other article or initiate a new export at little 
sacrifice. And it is quite possible that the cheapening of the 
article formerly exported would result in a net gain to this 
country. The variety of our lines of relatively advantageous 
production should lay at rest the fear that the establishment 
of branch factories or other forms of direct investment 
abroad are apt to result in competition that would be unfavor- 
able to the country as a whole. The same is probably true, in 
general, of most important industrial countries of the world 
and certainly of countries having a well-balanced production 
of raw materials, agriculture and manufactured goods.‘ 

4. This is, perhaps, the most cogent argument for national self- 


sufficiency, tho the loss from establishing such self-sufficiency would soon 
outweigh the gains from the protection it affords. 
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This point can best be examined by examples embodying a 
wider range of commodities. Let us assume, accordingly, 
that a unit of productive effort will yield: 


InA InB InC In D InE 
ee 10 10 10 10 10 
or or or or or 
BB Sa ikssscucean 15 14 12 20 12 
or or or or or 
ING 5 Sixtaweews 20 16 16 18 18 
or or or or or 
Pc oxcaccose 22 28 21 30 16 
or or or or or 
(errr 32 30 25 40 27 


and that the productive capacity of C, D, and E is twice that 
of A and B. Consider, as heretofore, that any gain arising 
from trade or investment is distributed proportionately over 
each commodity consumed. 

The only terms of interchange capable of establishing equi- 
librium under these conditions are 10:14:18:21:28. With 
trade on these terms, the smaller countries, A and B, confine 
their activity to a single product while each of the larger 
countries produces more than one commodity, C and E pro- 
ducing two each and D producing three. It also happens 
that three of the countries engage in the production of sugar, 
A producing sugar only, C producing sugar and cloth, and D 
producing sugar, linen and nails. Various degrees of diversi- 
fication are, thus, represented among the countries producing 
sugar. The gains from foreign trade are distributed as follows: 


A B Cc D E 
6.4% 25.9% 7.8% 13.6% 9.1% 


Let us now assume that as a result of investments by D5 
in country E, the efficiency of the latter in the production of 
sugar rises to 24, the ratio of productive efficiency in E then 
being 10:12:18:24:27. It now becomes to the advantage of E 
to undertake the production of sugar. As sugar falls in price 
with the increased supply, C expands its production of cloth 


5. No significance attaches to the fact that the richest country is 
assumed in each case to be the country making the investment. 
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so that the price of cloth also begins to decline. Country E 
is led, as a result of the newly developed efficiency in sugar 
and the fall in the price of cloth, to abandon production of 
the latter entirely and to specialize in sugar and chairs, 
chairs having risen in price relative to all the other com- 
modities. New terms of interchange are finally reached that 
establish equilibrium. Under these terms, 10:12#:16:21}: 
25%, country A produces chairs and nails instead of special- 
izing in nails only. Country B continues to produce only 
sugar, while C divides its energies between cloth and chairs 
instead of between cloth and sugar as formerly. Country D, 
which had produced linen, sugar and nails, now confines its 
activities to linen and nails. Country E turns from the pro- 
duction of chairs and cloth to the production of chairs and 
sugar. 

The gains and losses from trade and investment under the 
new terms are as follows: 





A B C D E 
Before investment........ 6.4% 25.9% 7.8% 136% 9.1% 
After investment........ 9.6 17.6 2.1 17.4 15.6 
Gain from investment.... 3.2 —8.3 —5.7 3.8 6.5 


The evidence from this case as to the effects of diversifica- 
tion is approximately as would be expected. Country D, 
whose activity was diversified, not only did not lose but 
actually gained as a result of the increased competition in 
the production of sugar, whereas countries B and C, which 
were more specialized, suffered a loss. Countries A and E, 
which produced no sugar, improved their position through 
the cheapening of certain of the products they imported. It 
is somewhat surprising to discover, however, that C suffered 
a relatively greater reduction in its gain from trade than did 
B, altho B produced only the article subjected to increased 
competition as a result of the investment while C had equal 
efficiency in another line. It appears from this example that 
a limited degree of diversification is not insurance against a 
worsening of the terms of interchange as a result of increased 
competition. In this case, C experienced a loss because those 
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articles formerly imported became dearer relative to those 
formerly exported. The reason for this involves a point fre- 
quently disregarded in discussions of the effects of investment. 
In a complex trading situation, an increase in competition in 
one line may cause shifts away from that line of production 
into other lines and so change price relationships adversely 
in these other lines as much or more than in the original field 
of production. There is, thus, a linking up of competition in 
different lines of activity. 

In the above case, the increased production of sugar led C 
to shift into the production of cloth with a consequent cheap- 
ening of cloth as well as of sugar. Producers of these two 
articles, therefore, lost while the producers of other articles 
benefited. Countries B and C had the misfortune to be pro- 
ducers only of those articles that declined in price. Country 
B lost relatively less than C because cloth, one of the articles 
imported, became cheaper in terms of B’s exports while all 
of C’s imports became relatively dearer in terms of C’s 
exports. 

An illustration of this principle of “linked competition” 
may, perhaps, be found in the production of sugar and 
tobacco in Cuba. So far as a reduction in the profitableness 
of sugar production in Cuba leads enterprisers there to in- 
crease tobacco culture, growers of similar types of tobacco 
in other parts of the world suffer indirectly from the compe- 
tition of sugar producers. 

From our example it is seen that in the end the relative 
improvement in the price of chairs attracted C into the pro- 
duction of this article. But for C’s ability to turn to the 
production of chairs at this point, C would have experienced 
a still greater loss, while A and E, conversely, would, as pro- 
ducers of chairs, have benefited even more than they did.® 

6. Increased diversification is not necessarily a symptom of worsen- 
ing terms of interchange. Resort to additional lines of export may be 
caused by goods exported becoming cheaper or by certain commodities 
formerly imported becoming dearer. In either case it would become 
profitable to diversify but in the one case the country would have lost by 


the change and in the other case the country might easily have gained. 
Degree of gain from trade is not a matter of the extent of specialization 
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This leads to the observation that a serious worsening of 
the terms of interchange is guarded against not merely by 
equal comparative advantage in two or more lines, but also 
by nearly equal efficiency in other lines. In other words, the 
closer the price that would prevail without trade is to the 
price that results from trade, the less will be the gain from 
trade in that line but the greater will be the protection against 
a worsening of the terms on which other articles are ex- 
changed. A country is thus safeguarded against a serious 
worsening in terms of interchange not only by actual diversi- 
fication but by the potentiality of diversification, i.e., by the 
relative ease of turning to other lines of production. It may 
be observed that but for the ability of Cubans to turn to the 
production of tobacco or other lines of economic activity, 
such as providing services for tourists, they would suffer even 
more seriously than they do from the cheapening of sugar. 
And it can hardly be denied that the difficulty of Cubans 
shifting any considerable portion of their productive effort 
into other lines has been an important factor in the continued 
decline of sugar prices. The same is true of Brazil with 
respect to coffee. 

It is conceivable that “linked” competition might arise in 
just those lines that would affect the most diversified coun- 
try. Or it is possible that competition might arise independ- 
ently at about the same time in all those lines.’ However, it 
would appear that the greater the diversification, the greater 
is the likelihood that some of the articles favorably affected® 
by competition will be among those wherein the country 
possesses a comparative advantage so that it could profitably 
alone. This factor must be correlated with the prices paid for imports 
and with the prices received for exports. In short, gain is determined 
solely by the relative disparity in terms of trade prevailing with and 
without trade. 

7. It is, perhaps, worth noting that while greater diversification 
reduces the danger of injurious competition in any particular line, it 
increases the probability that competition may arise in some line. While 
this may be a serious matter for individual producers, it is not, ordi- 
narily, of great moment to the country as a whole. 


8. The favorable effect arises, of course, from the cheapening of one 
product relative to another. 
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concentrate on these lines and benefit from the relatively 
lower prices prevailing for other commodities. In the example 
just given, Country D was able to withdraw entirely from 
the production of sugar and concentrate on linen and nails. 
Exchange relationships moved favorably to these articles so 
that the result was a gain to D. 

Here, as elsewhere, the fundamental consideration is the 
disparity between the terms on which goods are obtained 
with and without trade or before and after investment. 
About the only absolute conclusion that is possible in this 
regard is that those countries will gain that experience an 
increase in the disparity between these ratios, while those 
countries will lose which experience a decrease in the dis- 
parity between ratios. 


The conclusions indicated throughout the preceding analy- 
sis may now be drawn together into a series of propositions. 

I. Foreign investment will be advantageous in the degree 
to which it increases the disparity in ratios of productive 
efficiency between the trading countries. The disparity in 
ratios may be reduced to the point where a comparative 
advantage no longer exists. So far as terms of interchange are 
concerned, this reduction in the disparity of the ratios may 
be less disadvantageous to the investee country than to the 
countries with which it trades and may lead to a monopoliza- 
tion by the investee country of all the gain from its increased 
productive efficiency. 

II. Foreign investment may affect the trade of investing, 
investee, and neutral countries in almost any conceivable 
manner, depending upon the relative disparity in ratios of 
productive efficiency before and after investment. Among 
the possible effects, some of which are more or less unex- 
pected, we find that an increase in the productive efficiency of 
a country as the result of investment may: 

(a) acerue solely to the trading gain of the investee 
country; 

(b) reduce the incentive to trade for the investee country 
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by reducing the disparity between the ratios prevailing with 
and without trade; 

(c) injure the investee country but benefit all other coun- 
tries; 

(d) lead a country to import a particular article which it 
could produce as economically at home; 

(e) affect (either advantageously or disadvantageously) 
the trade of neutral countries more than that of the principals; 

(f) be more beneficial to competitors than to others. 

III. An increase in the prosperity of one country does not 
necessarily lead to greater prosperity for countries with which 
it trades. 

IV. Equal or nearly equal efficiency in several lines of 
production reduces the danger of a worsening of terms of 
interchange, as from changes arising out of investment, but a 
limited degree of diversification will not necessarily prevent a 
substantial worsening of terms of interchange. 

V. “Linked” competition may extend the effect of a rela- 
tive cheapening of one commodity following investment to 
other quite unrelated products. 

VI. Investment may alter the terms of trade in such a 
way as to render more difficult the very interest payments 
that the investment occasions. 


CHARLES R. WHITTLESEY. 


PrRINcETeN UNIVERSITY. 

















A COMPARISON OF THE RATES OF EARNING 
OF LARGE-SCALE AND SMALL-SCALE INDUSTRIES 


SUMMARY 


Development of large-scale industry, 465. — Support of the idea of 
economies of large-scale production, 465. — Results of statistical tests 
of relation of size to efficiency, 467. — Scope and method of the present 
study, 468. — Limitations of the method used, 474. — Smallest com- 
panies show highest earnings, 476. — In some industrial fields, earnings 
decrease as investment is increased, 476. — Final comparison of earn- 
ings of large and small concerns, 478. — Conclusions, 478. 


The past thirty or forty years have seen the rise in the 
United States of numerous great combinations of capital. 
As early as 1892, the Standard Oil interests had secured the 
union of thirty-nine separate companies, with a capital of 
$70,000,000. During the next ten or fifteen years, similar 
great combinations came into being in the fields of leather, 
linseed oil, fertilizers, rubber, chemicals, paper, woolen goods, 
sugar, and railway equipment; and in 1902, the peak point 
in the merger movement was reached with the formation of 
the United States Steel Corporation, combining the assets of 
eleven great steel companies which in turn controlled more 
than one hundred operating subsidiaries, and with a book 
capitalization placed from the outset at $1,782,000,000. 

While the merger movement declined somewhat in inten- 
sity in the fifteen or twenty years following 1902, it has 
developed increased momentum in the period following the 
world war, with dozens of powerful new combinations in 
steel, chemicals, automobiles, petroleum, foods, and other 
fields of industry. “Big Business,’ with increasingly large- 
scale organization of production, has come to be the out- 
standing characteristic of present-day American industry. 

It is reasonable to suppose that those who have undertaken 
the formation of these great industrial enterprises have acted 
in the belief that larger units of industry are productive of 
lower production costs and higher rates of profit. Indeed, this 
belief has been supported not only by the casual opinions of 
465 








32225 


EEC S TD we ee 





466 QUARTERLY JOURNAL OF ECONOMICS 


the general public, but by the writings of most of our out- 
standing American economists. As early as 1905, Professor 
H. R. Seager referred to the “important positive advantages’”’ 
enjoyed by large-scale producers, and listed among them the 
ability to “command a variety of different talents,” the 
“economical utilization of expensive equipment,” the con- 
cessions made by sellers of material to large buyers, economy 
in marketing products, the better use of by-products, and the 
ability to make experiments looking to improvement in tech- 
nique of production.' A few years later, Professor C. J. 
Bullock expressed the idea in no uncertain terms, telling us 
that “modern production tends to become concentrated . . . 
for the reason that it can be carried on most economically 
in that manner.” ? In 1913, Professor Frank A. Fetter, while 
arguing that the individual factory must be limited in size 
for maximum efficiency, insisted that ‘‘most of the reasons 
(for limiting size) apply with far greater force to a single local 
factory than to a federation of scattered plants. ... The 
limits to the advantages of combination have been removed 
by the application of the federative plan.’’* Professor F. W. 
Taussig, in 1915, presents the same general conclusion, and 
after listing other advantages of large-scale production, con- 
cludes by stating that ‘the larger the scale on which an enter- 
prise is conducted, the better the opportunity for using 
machinery to advantage.”* And Professor E. R. A. Selig- 
man, in 1921, suggests as still another advantage of large- 
scale production, the possibilities of standardization.® 

It is true, of course, that most of the writers quoted qualify 
their statements by suggesting factors which tend to offset 
the advantages claimed for large-scale production, and infer 
at least the probability of some point of diminishing returns. 
But while the probability of such a point is suggested, none 
of the writers seems willing even to hazard a guess as to 
. Seager, Introduction to Economics, 1905, p. 150. 
Bullock, Introduction to the Study of Economics, 1908, p. 178. 
. Fetter, Principles of Economics, 1913, pp. 320-21. 


Taussig, Principles of Economics, 1915, i, 53-55. 
Seligman, Principles of Economics, 1921, p. 345. 
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where, approximately, that point may be found in any par- 
ticular industry; and none of them in any way infers or sug- 
gests that it has been reached even in the largest of our indus- 
trial organizations. Whether intentionally or not, they allow 
the reader to infer that the numerous and strongly-empha- 
sized advantages of large-scale production more than out- 
weigh the little-stressed disadvantages; and that in actual 
fact, the point of diminishing returns has not yet been 
reached even in the largest of our corporate organizations. 
Indeed, most writers appear to accept the fact that the unit 
of industry is still increasing, as sufficient proof that in the 
main, efficiency is still increasing with increases in size. 

It is a conspicuous fact that none of the writers who have 
so greatly stressed the “positive advantages”’ of large-scale 
production, has attempted to verify his conclusions by exam- 
ination of actual corporation earnings. However, several 
such studies have been attempted by other investigators. 
The earliest published study along this line which the writer 
has discovered is that made by Professor A. 8. Dewing, pub- 
lished in 1914 in his Corporation Promotions and Reorganiza- 
tions. While the study takes into account only fourteen 
concerns, it indicates the possibility at least, of a diminishing 
rate of returns with increase in corporate size. A somewhat 
more extensive study, made by the Committee on Recent 
Economic Changes of the President’s Conference on Unem- 
ployment, and published in Recent Economic Changes in the 
United States, considers five scattered industries — baking, 
blast furnace production, flour milling, and petroleum pro- 
ducing and refining. For each of these industries, however, 
figures compiled by the Committee show lowest unit pro- 
duction costs for the smaller plants or those of moderate size, 
rather than for the largest organizations. In the study of 
Mergers in Industry by the National Industrial Conference 
Board, a comparison of earnings of forty-eight consolidations 
with those of business in general led to the conclusion by the 
Board that ‘taking consolidations as a whole, there is no 
evidence that they were by their economic structure in any 
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more favorable position for making profits than were enter- 
prises generally.” 

Perhaps the most significant study of relative earnings is 
that published by Professor Dewing in the Quarterly Journal 
of Economics in November, 1921, under the title, A Statis- 
tical Test of the Success of Consolidations, comparing average 
annual earnings of thirty-five consolidations formed between 
1893 and 1902 with the earnings of companies entering the 
consolidations, prior to their union. Professor Dewing’s con- 
clusions may be open to some criticism, on various grounds: no 
allowances were made for increases or decreases in invest- 
ment during the period studied; in at least twenty-six of the 
thirty-five cases, it appears that the length of the pre- 
consolidation period studied does not exceed a single year; 
and, more particularly, the post-consolidation period was 
one in which a serious industrial depression occurred, which 
undoubtedly exerted its effect on average post-consolidation 
earnings. But even allowing for these possible shortcomings, 
the fact that twenty-two of the thirty-five consolidations 
showed decreased earnings following union, and that total 
average earnings of the thirty-five companies fell to a figure 
one-sixth less than earnings for the same companies before 
their merger, gives rise to a serious question as to the exist- 
ence of any real advantage accruing to a large-scale produc- 
tion, simply because of size. In view of the fact that all of 
the four studies which have been mentioned failed to show 
lower unit costs or higher rates of profit for large-scale than 
for small-scale enterprises, the matter of “positive advan- 
tages” of large-scale production must still be considered an 
open question. 

It is the writer’s purpose in the present study to supple- 
ment existing information as to relative efficiency of large- 
scale and small-scale production by an examination of rates 
of earnings of a number of industrial organizations, chosen 
at random, and offering a wide range of distribution both as 
to size and as to type of industry represented. Information 
is not available as to actual production costs of any con- 
siderable number of companies; so rates of earnings have 
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been taken as affording at least a fair index of comparative 
production costs, and the only index available for any large 
number of concerns. 

For the purposes of the study, earning-rates have been 
estimated for a total of 1130 American and Canadian com- 
panies whose published statements have appeared in either 
Poor’s Manual or Moody’s Manual of Industrials. In the 
case of larger concerns, with assets totalling ten million dol- 
lars or more, the study includes practically every company 
in the industrial fields selected whose annual statements have 
been published in either manual. A few important companies, 
such as the Aluminum Corporation of America, have been 
omitted because of the irregularity with which their balance 
sheets and income statements have been published. In the 
case of companies with assets less than ten million dollars, 
selection has varied from the one extreme of including every 
company whose statements are available in those industries 
where the number of such concerns is small, as in farm 
machinery, tobacco, automobiles, and rubber, to the opposite 
extreme of selecting companies entirely at random, in indus- 
tries such as textiles, hardware, and iron and steel specialties, 
where there is a considerable number of concerns from which . 
to choose. 

Effort has been made to include companies representing a 
wide range of industries, with particular attention to iron 
and steel, automobiles, machinery, hardware, chemicals and 
textile manufacturing, and the production of petroleum and 
foodstuffs. At the same time, an attempt has been made to 
give adequate representation to such industries as rubber, 
leather, paper, tobacco, lumber, furniture, building materials, 
small specialty manufacturing, and copper, lead and zinc 
mining. Certain industries, such as coal mining, in which 
factors other than size obviously play the most important 
part in determining the rate of returns, have been omitted 
from the study. The distribution of companies studied, by 
industries, is indicated in the following table: 
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DistRIsuTION OF ComPaNies Stupiep, By INDUSTRIAL GROUPS 


Industrial Group Number Industrial Group Number 
Ns 555 iiniwvcidia canes 42 Lime and Cement........... 11 
Auto Parts, Accessories. ...... Se I s v.n.co cca cecmawbsccen 25 
Bakery Products............ 11 Machinery, Heavy.......... 24 
Building Materials.......... 23 Machinery, Manufacturing... 29 
Cane and Sugar Products..... 9 Machinery, Office and Business 14 
Chemicals, Heavy........... 25 Meats, Fresh and Cured...... 15 
Chemicals, Pharmaceuticals, etc.13 Mining other than Copper.... 21 
Chemicals, Special Products... 20 Paints and Varnishes........ 9 
Clothing, Ready-made....... 18 Paper and Paper-board...... 38 
Copper Mining.............. 29 Petroleum, Producing-Refining 83 
Electrical Goods............ 23 Petroleum, Pipe Lines....... 10 
Farm Machinery............ 26 Railroad Equipment......... 34 
2 er 14 Rubber Products............ 26 
Food Products, Misc......... 37 Sea Foods, Fresh and Canned. 8 
Forgings, Foundry Products... 32 Shipbuilding................ 12 
Fruits, Fresh and Canned..... 15 Silk and Rayon.............. 21 
Furniture, Musical Instr’ts.... 26 Sugar, Raw, Producing....... 33 
RNIN Brats arr Glas swe v pi eaeiare 12 Sugar Refining.............. 10 
Hardware, Heavy, Plumbing.. 30 Textiles, Cotton, Wool, Linen. 55 
Hardware, Light, Specialties.. 29 Textiles, Heavy............. 20 
EE err 
Leather and Shoes........... IES or. 6akdie x avira ave carnal 15 


To avoid difficulties arising from temporary changes in 
earning-power resulting from booms, depressions and the like, 
the study is spread over a period of twenty years, from 1910 
to 1929, inclusive. This period includes every phase of the 
business cycle: the “normal” period from 1910 to 1913, the 
early stages of depression in 1914, the war-time boom- 
period, the post-war industrial collapse, and the period of 
return to ‘‘normalcy”’ in the last few years covered by the 
study. In about one-third of the cases, it has been possible 
to secure complete records of companies for the entire twenty- 
year period. In most cases, however, statements are available 
for only a portion of the total period. Prior to 1920, the field 
covered by Poor’s and Moody’s manuals was limited; the 
number of companies included about 1912 or 1914, for in- 
stance, was only about one-fourth of the number now listed. 
As a result, no information is available concerning earnings 
of many of the companies studied during this early period. 
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There is similarly a lack of completeness in the case of many 
of the companies, arising from changes in organization, 
mergers, bankruptcies or dissolutions during the later years 
of the study. However, earning figures have been available 
over the entire field of 1130 companies for an average of 
slightly less than thirteen years per company, giving a total 
of 14,195 “company-year”’ cases, with a reasonably even dis- 
tribution from year to year in each industry. 

Since the purpose of the study is to compare rates of earn- 
ings of companies on a basis of size, the concerns included 
in the study have been grouped into seven arbitrary size- 
classes based on total permanent investment, as indicated 
below: 











Size-Class Sumineet Loraine tonging 
Bishi daieta aw cmneee Less than $2,000,000 
Ee Re eee ree From $2,000,000 to 5,000,000 
id pcp carcasses From 5,000,000 to 10,000,000 
Gite rectner se eccredoas From 10,000,000 to 25,000,000 
Beavcasnsdiaeccaus cas From 25,000,000 to 50,000,000 
See ere From 50,000,000 to 100,000,000 
ee eee e More than 100,000,000 











Since the size of companies in most cases is constantly chang- 
ing, the same concern might be included in three or four 
size-classes in the course of twenty years; consequently com- 
panies have been re-classified year by year, on the basis of the 
annual statement at the close of the preceding fiscal year. 
To secure an annual rate-of-earnings figure for each com- 
pany, a ratio has been taken between a figure representing 
total net earnings for the year, and a figure representing 
capital investment as existing at the beginning of the year 
considered. Figures from which these two items were com- 
puted were in every case taken from published statements 
of the company considered, as given either in Poor’s Manual 
of Investments, or in Moody’s Manual of Industrials. 
It is obviously impossible to secure an absolutely accurate 
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investment figure for each of the companies studied for each 
of the twenty years included; appraisal, the only method 
which might promise even reasonable accuracy, being mani- 
festly out of the question. Of necessity, whatever figures 
are used to represent permanent investment, must be taken 
from the published statements of the company. So to secure 
a figure which at least closely approximates investment, the 
practise of the Federal Trade Commission and of the National 
Industrial Conference Board has been followed:* permanent 
investment is taken as equal to three items in the liabilities 
side of the balance sheet — in the case of this study, capital, 
funded debt, and surplus. Under stock has been included all 
stock, whether common or preferred, actually outstanding 
and fully paid up, so far as can be determined from the pub- 
lished statements of the company. No-par-value stack has 
been entered at the valuation given in the balance sheet, 
since no more accurate method of valuation is possible. Under 
funded debt has been included all outstanding bonds, deben- 
ture stocks, mortgages and other long-term obligations. 
Short-term notes and accounts payable have been omitted, 
as not representing additions to permanent investment, and 
since they are offset by current receivables on the assets side 
of the sheet. Under surplus has been included all definitely 
recognizable surplus items, as “undivided surplus,” “ profit 
and loss”’ on the liabilities side of the sheet, ‘‘unappropriated 
surplus,” and the like. Altho the inclusion of certain reserves 
might be considered desirable, as included in estimates made 
by the Federal Trade Commission, all reserve items have been 
omitted, since in many balance sheets all reserves are lumped 
under a single head, and separation of capital reserves from 
those set up for depreciation, tax payments and the like, is 
impossible. However, in about forty cases, where surplus and 
reserves have been entered in the balance sheet as a single 
item, it has been necessary to include reserves with surplus. 
6. The National Industrial Conference Board used as its base figure 
representing investment, the sum of “capital” and “surplus”; the 


Federal Trade Commission uses as its base for estimating rate of earn- 
ings, ‘capital’ plus “surplus” plus certain reserves. 
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On the same basis, net income has been taken as equal to 
the sum of three items: interest paid on bonds, dividends 
paid on stocks, and increases in surplus. Whenever possible, 
these items have been taken directly from the income state- 
ments of the companies considered. In those cases where no 
income statements have been published, however, it has been 
necessary to estimate net income as closely as possible. In- 
terest on bonds has been estimated from the rate indicated 
on various issues outstanding. Dividends on common and 
preferred stock have been calculated in the same manner, 
from amounts outstanding and the published dividend rates 
for the year, both regular and extra dividends being included. 
Surplus increases have been estimated by a comparison of 
balance sheets issued at the beginning and at the close of the 
year. If bonds or preferred stocks have been retired during 
the year, the amount expended for such retirement has been 
estimated as closely as possible, and this added to the surplus 
item in the second statement, since such expenditures would 
be charged against surplus. If a stock dividend has been 
declared, the book value of the stock so issued has likewise 
been added to the surplus item in the second statement, as 
having been charged against surplus at the time of issue. 
With these modifications, the difference between surplus 
accounts at the beginning and end of the year represent 
increase in surplus. Occasionally, of course, surplus will have 
decreased; in such cases, the amount of decrease has been 
subtracted from the sum of the interest and dividend items. 

After calculations of investment base and net earnings in 
the manner indicated, the rate of earnings for the year has 
been secured by taking the ratio of the amount of net earn- 
ings to the investment base as given in the annual statement 
for the preceding fiscal year. The earning-rate has been 
expressed in the form of a percent figure. Then, using the 
arithmetic mean to show the type characteristic in each case, 
earning-rates have been estimated by industrial groups, by 
size-groups, and by years for the entire field of study. 

To make possible a comparison of earning-rates by indus- 
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tries, the 1130 companies included in the study have been 
divided into eight major industrial groups, as follows: 


Tron and Steel, including also forgings, railroad equipment and ship- 
building, with a total of 139 companies; 

Automobiles, including parts and accessories, with a total of 82 
companies; 

Machinery, including heavy machinery, farm machinery, manufac- 
turing machines, office machines, and tools, with 107 companies; 

Hardware, including plumbing fixtures, electrical equipment, and 
specialties, with 82 companies; 

Petroleum, including all branches of the industry, with 93 companies; 

Chemicals, including pharmaceuticals, paints, and specialties, with 
67 companies; 

Textiles, including silk, rayon, cotton, woolen and linen goods, and 
heavy textile products, with 114 companies; 

Food-stuffs, including bakery goods, cane products, flour milling, fruits, 
meats, sea foods, sugar, and miscellaneous foods, with 152 companies. 


The remaining 294 companies, representing the building 
materials, furniture, glass, leather, lumber, paper, rubber, 
tobacco, and mining industries, have been lumped in a ninth 
or ‘‘miscellaneous”’ classification; and of course the entire 
1130 companies have been considered finally, as a single 
group. 

In each of these general industrial classifications, a com- 
parison has been made of average rates of earnings of com- 
panies in the seven size-groups, for each year from 1910 to 
1929 inclusive. To secure for each industry a comparison of 
rates of earning over the entire period, an average has been 
taken of the twenty annual earning-rates in each size-group. 

It cannot of course be maintained that the conclusions 
arrived at as a result of the study are to be accepted as invari- 
ably true, and characteristic of the industry as a whole. 
Numerous objections may be urged, most of them apparent 
under even casual consideration. 

In the first place, it must be conceded that earning rates 
are not in all cases a wholly accurate index of costs. Where 
comparison is made of concerns producing the same articles 
and selling them at the same price, one may assume a high 
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degree of relation between costs and profits; but when a wide 
variety of concerns is used, dealing in dissimilar products, the 
value of the index is materially lessened. Because of this fact, 
conclusions drawn with respect to the entire list of companies 
are of less value as an index of production costs than those 
for separate industries. Again the 1130 companies studied 
cannot be taken as an absolute cross-section of American 
industry. Selection was necessarily limited to those whose 
published statements are available; companies whose stock 
is closely held and which publish income statements but rarely 
were largely omitted. Furthermore, representation of small 
companies is probably inadequate; only a few of the thou- 
sands of small concerns are represented by statements in 
either Poor’s or Moody’s manuals. Again, it is a matter of 
question as to whether any great reliance can be placed upon 
income statements issued by corporations for public con- 
sumption; the charge has frequently been made that apparent 
income is sometimes increased when new financing is con- 
templated, or decreased to evade state or federal taxes. Cer- 
tain it is that published estimates of property valuation are 
frequently inflated; numerous investigations by federal com- 
missions and bureaus have demonstrated that fact beyond 
question. The objection may likewise be raised that large 
concerns are more likely to be over-capitalized than smaller 
companies, altho this is simply a matter of general impres- 
sion. Other difficulties arise from the use of no-par-value 
stock, discrepancies in published statements from year to 
year, the problem of inclusion of good will in property 
valuations, and the like. And a final qualification upon the 
value of the study as a test of efficiency of large-scale produc- 
tion arises from the fact that the study deals to a considerable 
extent with large-scale management and horizontal combina- 
tion, rather than with large-scale production in the techno- 
logical sense. 

In view of the numerous evident shortcomings of the study, 
it is impossible to claim any high degree of accuracy or cer- 
tainty for the conclusions presented. At the same time, the 
writer feels that a study of 1130 different concerns, represent- 
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ing forty-four industrial classifications, spread over a period 
of twenty years, and presenting a total of more than fourteen 
thousand company-year cases, cannot be completely without 
significance; and that while the findings may not be regarded 
as conclusive, they may at least be regarded as evidencing 
the existence of certain trends and tendencies. With these 
explanations the following general findings and conclusions 
are presented. 

I. First of all, it is a significant fact that taking into 
account all companies studied, the highest average rate of 
earnings for the twenty-year period is found in the smallest 
size-group, including companies with investments less than 
$2,000,000 each. As shown in the following condensed table, 
average earning-rates for companies in this size-class were 
nearly two per cent higher than average earnings for concerns 
in any other size classification. 


AVERAGE EARNING-RATES FOR ALL COMPANIES, 20-YEAR PERIOD 








Size-Group 1 2 3 4 5 6 7 





Investment | Under 2| 2-5 | 5-10 | 10-25 | 25-50 |50-100/Over 100 
Size million |million|million|million|million|million| million 








All Companies} 11.6% | 9.2% | 9.3% | 8.8% | 9.4% | 9.8% | 9.5% 





























II. Second, of the nine industrial classifications made, 
highest average rates of earnings were found in the smallest 
size-group, including companies with investment below $2,- 
000,000, in five of the nine industrial classes: chemicals, auto- 
mobiles, petroleum, iron and steel, and miscellaneous. In 
two industrial fields, machinery and textiles, highest average 
earning-rates over the twenty-year period were found in the 
size-group including concerns with investment ranging from 
$5,000,000 to $10,000,000; while in the remaining two fields, 
hardware and food-stuffs, highest twenty-year earning-rates 
were found in the group including concerns with investments 
between $25,000,000 and $50,000,000. In no industry were 
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highest average rates of earnings found in either of the two 
largest size-classes — companies with investments in excess 
of $50,000,000. 


AveRAGE EaRNING-Rates BY InpusTRIEs, 20-YEAR PERIOD’ 

















Size—Group 1 2 3 4 5 6 7 
Iron-Steel........ 11.2%] 8.0%] 7.8%| 7.8%) 7.1%| 8.9%] 7.1% 
Automobiles......|18.5 |138.6 [17.4 |14.5 |14.1 9.8 |17.9 
Chemicals........ 24.5 |20.4 /11.8 | 10.7 8.0 72 117.3 
Petroleum....... 18.7 {10.6 {11.6 {10.3 [11.8 |10.9 |11.7 
Miscellaneous... . .| 12.3 8.9 8.9 9.1 8.1 9.3 9.3 
TOMI , oiacc cca 7.8 8.0 8.4 7.6 6.8 4.9 1.0 
Machinery....... 8.0 6.5 9.4 7.5 6.7 74 9.3 
Hardware........ 11.2 |11.0 8.7 8.8 |19.8 |12.7 |12.7 
Food-stuffs....... 9.8 9.2 9.1 8.3 | 10.7 8.0 7.6 





























III. Third, in five of the nine industrial classifications 
there is apparently a definite relationship between amount of 
investment and long-time rate of earnings, with average 
earning-rates decreasing as investment is increased. In the 
iron and steel industry, the decrease is regular except for the 
sixth size-group, where the rate of earnings is disproportion- 
ately high. In the automobile industry, the same decrease in 
earning-rates is apparent, but with irregularities in the second 
and seventh size-groups. In chemicals, the seventh size-class 
provides the single break in the general downward earning 
trend. In the textile industry, the rate of earnings increases 
through the first three size-groups, but declines rapidly begin- 
ning with the fourth class. And in the food producing indus- 
trial group, earning-rates decline regularly as investment is 
increased, except for the fifth size-class, in which earnings are 
relatively high. 

Marked variation from this tendency in earning-rates is 
found only in the hardware industry, where the three size- 


7. Detailed year-by-year tables of which the above is a summary are 
in the writer’s hands, and may be secured from him. 
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groups including the companies with greatest investments 
show higher average earning-rates than is found for any of the 
smaller-company groups. Even in this industry, however, 
companies in the two lowest-investment groups show earning- 
rates not far below those of the concerns in the two largest 
size-classes. 

In machinery manufacturing, there is apparently no rela- 
tion between size of investment and earning power; and aside 
from the exceptionally heavy earnings of companies in the 
lowest investment class, the same seems to hold true in the 
petroleum and miscellaneous industries classifications. 

IV. The fourth and final set of findings is particularly 
interesting from the standpoint of the so-called ‘‘ advantages 
of large-scale production.” It was secured by comparing the 
rates of earnings of all companies with investment exceeding 
a certain arbitrarily determined figure, with all companies 
having lower investment totals. Several such comparisons 
were made with the dividing line between large and small 
variously being set at $25,000,000, $10,000,000, $5,000,000 
and $2,000,000. As shown in the following table, including 
the entire field of 1130 companies, companies with low invest- 
ment show higher average earning-rates than those with high 
investment, regardless of the dividing line between the two 
groups. 

No matter where the dividing line is set, small companies, 
with only four exceptions, show higher rates of earnings when 
large, when considered by industries. If an investment of 
$25,000,000 is used as the point of division, small companies 
show higher rates of earnings in all industrial groups except 
foods and hardware. If the dividing line is set at $10,000,000, 
small companies have the higher average earnings in every 
field except hardware. If $5,000,000 is taken as the point of 
division, small concerns show greater average earnings in all 
industries except that of machinery producing. And if the 
dividing line is fixed at $2,000,000, the smaller companies 
show higher average earnings in each of the nine industrial 
fields. 

On the basis of these findings the following conclusions 
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CompaRaTive Earninc-Rates, LarGe AND SMALL CoMPANIES, 
20-YeaR PERIOD 








Wrrs Drvipine Pornt Ser at INVESTMENT OF 








INDUSTRIAL $25,000,000 $10,000,000 5,000,000 $2,000,000 
CuassiFIcATION |Small Large|Small Large|Small Large|Small Large 
ALL 


Compantes | 9.5% 9.4%! 98% 9.3%|10.1% 9.2%|11.6% 9.2% 





Iron and Steel} 8.2 7.7 | 84 7.7 | 89 44 (112 9.8 
Automobiles |15.5 13.4 |169 14.0 {15.3 149 |185 14.5 
Petroleum 11.4 113 |116 105 |124 11.1 {18.7 108 
Chemicals 14.9 9.0 {16.5 9.8 (22.4 10.5 |24.5 12.0 


Textiles 8.0 5.6 | 8.0 7.2 | 7.9 in tte wed 
Machinery 7.6 wh 1 TS 7.6 | 7.0 7.8 | 8.0 7.4 
Foods 8.9 93 | 9.5 8.6 | 9.4 8.8 | 9.8 8.9 


Hardware 99 158 |104 109 |11.1 10.2 {11.2 10.5 
Miscellaneous] 9.5 8.6 9.6 8.8 10.1 8.9 12.3 8.9 




















seem to be indicated. In only one of the nine industrial fields 
included in the study, hardware manufacturing, does there 
seem to be any appreciable advantage in profit-earning effi- 
ciency accruing to concerns with large investments. In a 
second field, production of machinery, size apparently has 
little influence on ability to earn high rates of profit. In the 
seven remaining industrial classifications, whatever advantage 
in profit-making ability does exist lies with the companies 
with small investments. In five of the nine fields, there is a 
recognizable tendency toward lower rates of earnings with 
every increase in investment. 

To conclude. With respect to any “positive advantages”’ 
accruing to large-scale production, the study offers nothing 
whatever in support of the idea that size in itself brings greater 
earning power. On the contrary, so far at least as the 1130 
companies studied is concerned, it is apparent that the oppo- 
site holds true; and with certain exceptions, heavy investment 
is apparently a disadvantage, rather than an advantage, in 
securing high rates of earnings. 

H. B. SumMErs. 
Kansas State Couuecr. 











SOME NEGLECTED ASPECTS OF GRESHAM’S LAW 


SUMMARY 


Gresham’s public services, 480. — His letter of 1558 to Queen Eliza- 
beth, 482. — Recoinage of 1560 and Gresham’s relation to it, 483. — 
Origin of term Gresham’s law, 486. — Macleod’s discussion, 000. — 
Jevons’ discussion, 490. — Adoption of term in America, 491. — Inter- 
pretations of “bad money drives out good money,”’ 492. — Gresham’s 
law and currency depreciation, 494. 


GRESHAM’s law, altho it is one of the most frequently cited 
of our so-called “‘economic laws,’ has never become the center 
of controversy. With the generalization that “bad (or over- 
valued) money drives out good (or undervalued) money”’ 
there is no outright disagreement, altho most economists 
make reservations to so bald a statement. Nevertheless there 
are features of Gresham’s law that call for further discussion. 
Many economists are under a misconception as to Gresham’s 
relation to the law. Little attention has been given in eco- 
nomic literature to the circumstances attending its adoption 
into modern terminology. Even in the apparently simple 
statement of this almost universally accepted dictum there 
are ambiguities and uncertainties little suspected by the stu- 
dent, or perhaps by his teacher, reiterating the phrase “bad 
money drives out good.” 

It is, of course, generally known that Sir Thomas Gresham 
was an English merchant who for many years rendered dis- 
tinguished service as financial representative of the Crown in 
Antwerp under Edward VI, Mary, and Elizabeth.' At one 
time he was English Ambassador to the Court of the Regent 
of the Low Countries. To judge from Gresham’s correspond- 
ence, he spent much of his time arranging loans for an embar- 
rassed exchequer, worrying about the rate of exchange, devis- 
ing means of smuggling supplies and specie out of Flanders, 

1. Most of the following material in regard to the life of Gresham is 
taken from J. W. Burgon, The Life and Times of Sir Thomas Gresham 
(London, 1839), an exhaustive study based largely on Gresham’s cor- 
respondence. 
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and preaching to Elizabeth and her council the necessity for 
a prompt payment of debts. He was the founder of the Lon- 
don Royal Exchange, and at his death left funds for the 
establishment of Gresham College in London.’ 

At the time of Gresham’s original appointment as financial 
agent in Antwerp in 1551 or 1552, the English coinage, com- 
posed principally of silver, was in a particularly bad state. 
Henry VIII had debased the silver coinage, and Edward VI 
had repeated the process, altho in the later years of his brief 
reign he took steps toward a reform of the coinage.* These 
debasements were followed by a decline in the rate of exchange 
on Flanders, making more difficult remittances to Antwerp 
for the payment of debts or the purchase of supplies. Gresham 
seems to have shared the traditional solicitude of his time for 
a favorable rate of exchange and for an inflow of the precious 
metals. This feeling was intensified by the immediate need 
of buying Flemish exchange with the smallest possible outlay 
of sterling. 

Not long after his arrival in Antwerp, Gresham wrote to 
the Duke of Northumberland about the exchanges. He 
attributed the unfavorable rate to the activities of irrespon- 
sible merchants in foreign trade, and recommended that a 
stricter control be maintained over their activities.‘ 

2. Contrary to the statements of a number of economists, Gresham 
was neither Minister of Finance nor Director of the Mint. Henry Clay, 
Economics (New York, 1926), p. 161; Charles Gide, Political Economy 
(New York, 1927), p. 297; A. T. Hadley, Economics (New York, 1896), 
p. 189; H. Gordon Hayes, Our Economic System (New York, 1928), 
i, 430, all speak of Gresham as Minister of Finance. Scott says that he 
was “one of the most famous directors of the English mint,’”’ Money and 
Banking (New York, 1910, 4th ed.), p. 27; and Holdsworth refers to him 
as “master of the English mint under Queen Elizabeth,’’ Money and 
Banking (New York, 1928, 5th ed.), p. 23. 

3. An excellent brief summary of English coinage during this period 
is given in Lord Liverpool’s A Treatise on The Coins of The Realm 
(London, 1880. Reprint by Bank of England), Chapters XIII-XV. A 
more detailed statement is in Ruding, Annals of The Coinage of Great 
Britain and Its Dependencies (London, 1840, 3d ed.), i, 300-340. All 
statements of fact in regard to the English coinage are taken from 
Ruding. 

4. “... it is not passing twenty or thirty years ago since we had for 
every twenty shillings sterling thirty-two shillings Flemish: ... So that 
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Upon the accession of Queen Elizabeth in 1558 Gresham 
was presented to her by Cecil, and was commissioned to 
negotiate a loan in Antwerp. Before his departure he sent a 
letter to the Queen, headed “Information of Sir Thomas 
Gresham, Mercer, towching the fall of the exchaunge, 
MDLVIII.’”* This letter opened with a passage which three 
centuries later led to the association of the name of Gresham 
with the now famous law. 


Ytt may pleasse your majesty to understande, thatt the firste occa- 

sion of the fall of exchainge did growe by the Kinges majesty, your latte 
ffather, in abasinge his quoyne ffrome vi ounces fine too iii ounces fine.* 
Wheruppon the exchainge fell ffrome xxvis. viiid. to xiiis. ivd. which 
was the occasion thatt all your ffine goold was convayd ought of this 
your realme. 
Gresham then went on to give two other reasons for the fall 
of exchange and the export of specie: heavy indebtedness in 
Flanders, and “the greatt ffreadome of the Stillyarde and 
grantinge of licence ffor the carringe off your woll and other 
comodytes ought off your reallme.’”’ To improve exchange 
and bring specie into the realm Gresham advised Elizabeth 
to recoin the base monies,’ not to restore the “usorpid prive- 
lidges”’ of the Steelyard, to grant as few licenses as possible, 
to limit foreign indebtedness, and to maintain her credit, 
particularly with her own merchants. 


in these few years the plenty of these new merchants, for lack of experi- 
ence, substance, and credit, hath been only the occasion that the 
exchange fell from thirty-two shillings to 26s. 8d., which was done afore 
any fall of money passed in England.” F. A. Froude, History of Eng- 
land from the Fall of Wolsey to the Defeat of the Spanish Armada (Lon- 
don, 1870), v, 471-2. 

5. This letter was published for the first time by Burgon in 1839, 
op. cit., i, 483-6. It is reprinted by R. H. Tawney and E. Power in 
Tudor Economic Documents (London, 1924), ii, 146-9. 

6. Gresham was in error as to facts of debasement. When Henry 
VIII came to the throne the fineness of English silver was 11 oz. 2 dwts. 
(.925). Early in his reign he reduced the weight of the silver coins, but 
the fineness was not altered until 1543, when it was reduced to 10 oz. 
(.833). In 1544 he reduced the fineness to 6 oz. (.500), and in 1545 to 
4 oz. (.88344). Edward VI, in 1551, debased the silver coins to a fineness 
of 3 oz. (.250), which Gresham attributed to Henry VIII. 

7. “. . . Your hyghtnes hath non other wayes, butt when time and 
opertunyty serveth, to bring your basse mony into fine of xi ounces fine, 
and so gowlde after the ratte.” 
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It requires considerable ingenuity to draw from Gresham’s 
modest statement about debasement and the exchanges, with 
its historical inaccuracies, a universal law that ‘‘bad money 
drives out good money.” Most certainly the passage gives 
no warrant for the assertion by many writers that Gresham 
expressed an economic law with great exactness.*® 

In 1560 Elizabeth carried through a comprehensive cur- 
rency reform, involving a recoinage, revaluation of the de- 
based coins in circulation, and their exchange for new coins. 
Preparatory to this recoinage, she issued a memorandum and 
two proclamations. In a memorandum of 1559° she declared 
that the debasement of the coinage by Henry VIII had been 
followed by an increase in rents, prices, and wages, but by 
little increase in the public revenues. Answering possible 
objections to a recoinage, she denied that the issue of full 
weight coins would cause a flow of specie out of England.’ 

In her public proclamation of September 27, 1560,? Eliza- 
beth gave the reasons for the recoinage and the “crying 
down” of the debased coins, and assigned the values at which 
the old coins would hereafter be received. In this proclama- 
tion she laid emphasis on the effect which the base monies had 
in driving out the “auncient fine golde and sylver”’ through 

8. Perry says that Gresham “was the first thinker to understand 
fully and explain scientifically what Aristophanes and others had noticed 
as a fact,’’ Principles of Political Economy (New York, 1891), p. 421; 
Moulton says that Gresham “first expressed in precise terms a phe- 
nomenon that had long been observed,’’ Financial Organization of 
Society (Chicago, 1925, 3d ed.), p. 62; and in many other writings are 
found similar expressions. 

9. “An opinion of her Majestie for reducinge of her coigne to the 
state it was in before her fathers warrs to Bologne with the reasons mov- 
ing her therunto.”” Reprinted in Tawney and Power, op. cit., ii, 193-5. 

1. “‘. . . of the feare of transporting the treasure, being fine . . . it 
appeareth not vnto her majestie how her merchaunt may more avayle 
him selfe then he dothe at this present, for the straunger never respecteth 
our value, but the goodnes of the coigne, be it gold or siluer, according to 
the richnes and substaunce of his owne, and so bargainethe accordingly.” 

2. “For the valuacion of Certaine Base monies Currant in this 
Realme, called Testons.” Reprinted in Tawney and Powers, op. cit., 
ii, 195-9. 
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the facility which the circulation of base coin gave to the 
operations of counterfeiters.’ 

Two days later she issued another proclamation giving the 
reasons for the reform of the currency.‘ This repeated much 
the same argument as to the evils of counterfeits, but went 
on to say that the circulation of base monies had in itself 
caused a disappearance of good coins.® This remark of Eliza- 
beth comes much nearer to the general impression regarding 
what Gresham said than does any phrase traceable to 
Gresham himself. It seems to have been from this proclama- 
tion that Jevons later drew some of the ideas which he incor- 
porated in his discussion of the “‘law,”’ and which undoubtedly 
had a great influence on its treatment in later economic 
writings. Neither this proclamation, nor that of September 
27, contains the dictum “‘bad money drives out good,’’ as is 
sometimes asserted.’ 

Many economists either say explicitly, or imply, that 
Gresham played an important part in the recoinage of 1560. 
This statement, without historical support, appears to have 


3. “. .. by reason of these sayde base monyes, great quantitie of 
forged and counterfaites have ben and be dayly made and brought from 
beyonde the seas, for the which the auncient fine golde and sylver, and 
the riche merchaundise of this Realme be tranported and daily caryed 
out of the same, to the impoveryshyng therof, and enrychyng of others.”’ 

4. “Summary of certain reasons, which have moved queen Elizabeth 
to proceed in reformations of her base and coarse monies, and to reduce 
them to their values, in sort as they may be turned to fine monies.” 
Reprinted in Ruding, op. cit., i, 334-6. 

5. “By the means also that these base monies were current, divers 
subtle people have changed the same for the gold and fine silver monies 
of this realm, and have transported and carried out the same gold and 
silver, so as although there hath been coined, both in the later end of the 
reign of king Edward and in the time of queen Mary, and also since the 
queen’s majesty’s reign, great quantities of gold and silver, yet no part 
thereof is seen commonly current, but, as it may be thought, some part 
thereof is carried hence, and some percace by the wiser sort of people 
kept in store, as it were to be wished that the whole were.” 

6. See below, p. 490, for a more detailed discussion of this. 

7. Marshall says: “The dictum ‘bad money drives out good,’ appears 
to have been first used in the proclamation of 1560, in which Gresham 
took a prominent part.’”’ Money Credit and Commerce (London, 1929), 
p. 60. A similar statement is in Palgrave’s Dictionary of Political Econ- 
omy, ii, 262, which is cited by Marshall. 
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grown by a curious succession of errors, from an original germ 
of truth. Gresham is mentioned by many historians, both 
as founder of the Royal Exchange and as financial adviser and 
agent of the Crown. Never, so far as I can discover, has a 
writer who went to the original sources, with the exception of 
Burgon, suggested that Gresham was responsible in any way 
for the recoinage of 1560.8 Let us examine the evidence from 
which Burgon derived this notion. 

Gresham left London in April, 1560, and for the next year 
resided almost continuously in Flanders.® His extensive 
correspondence in this period, as given in Burgon, shows 
nothing to indicate that he gave any advice on the reform of 
the currency, or that he had any hand in shaping the procla- 
mations of Elizabeth. He was, however, familiar with the 
plans, and acted as English representative in negotiating 
with Germans for the refining of old coin. On the basis of the 
several letters in which Gresham referred to the arrangements 
for recoinage, Burgon declares that “ .. . indeed, it seems no 
unfair inference, from the letters which are next to be given, 
that he was the originator of the whole scheme.” But this 


8. Lord Liverpool does not mention the name of Gresham, altho he 
speaks of Lord Treasurer Burleigh as advising Elizabeth on currency 
matters in 1561. Op. cit., p. 42. 

In Ruding’s exhaustive study of English coinage the only mention of 
Gresham in connection with the reform of 1560 is the statement, made 
on the authority of Hume, that Gresham borrowed funds in Flanders to 
finance the recoinage. Op. cit., i, 337. In regard to the decision to recoin, 
Ruding says: ‘‘The lord treasurer Burleigh and Sir Thomas Smith were, 
according to Sir Robert Cotton, the chief advisers of this measure,”’ but 
adds in a footnote that another authority assigns the sole credit to 
Burleigh. Idem, p. 339. 

Froude speaks of Sir Thomas Stanley’s proposals in connection with 
the recoinage of 1560, but does not associate the name of Gresham with 
the reform, other than to deny that the loan he raised in Flanders was 
used to finance the recoinage. Op. cit., vii, 456-60. 

9. Burgon says, speaking of a letter written in March, 1560: “This 
was the last letter Gresham wrote from London for a long period. From 
the beginning of April 1560, until the month of March 1561, he resided 
almost permanently in Flanders; .. .” op. cit., i, 290. Later he speaks 
of Gresham’s return, in March 1561, “after an almost unbroken absence 
of eleven months, during nine of which he had vainly petitioned for that 
favor.”’ Idem, p. 369. 

1. Op. cit., i, 354. 
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is no more than a mere guess. The letters which Burgon then 
quotes fall far short of proof that Gresham was the originator 
of the plan, or that he had any part in shaping the policies of 
the reform.? They simply show that he carried on some nego- 
tiations with German refiners. Gresham’s letters to London 
the month before the proclamations of Elizabeth were issued 
show him interested in the coinage only as it may improve 
exchange.® 

For nearly three centuries the name of Gresham was asso- 
ciated neither with the recoinage of 1560 nor with the 
monetary principle that has since come to bear his name. I 
have been unable to locate any reference to him in the eco- 
nomic writings of Locke, David Hume, Sir James Steuart, 
Adam Smith, Ricardo, or John Stuart Mill, nor does his name 
appear to have been mentioned during that field day on 
monetary theory which took place in England at the time of 
the Napoleonic Wars. Yet in more recent economic literature 
passages abound which imply Gresham’s letter had a great 
influence at the time of its writing, and that its author had 
formulated a principle that has been generally recognized 
ever since.‘ When and how did this belief arise? 

2. Altho the belief that Gresham played an important part in the 
recoinage of 1560 seems to trace back to this passage in Burgon, that 
author in no way connects Gresham’s letter of 1558 with the recoinage. 
The idea that it was this letter that prompted Elizabeth to undertake 
the recoinage of 1560 apparently originated with Macleod. See below, 
p. 487. 

3. In a letter to Sir Thomas Parry on August 2, 1560, he mentions the 
coming recoinage only as an opportunity to get a better rate of exchange 
from merchants. Extracts from letters of August 18 and 26 to Parry, 
quoted by Burgon, deal only with the payment of debts. Idem, pp. 344-7. 

4. Hadley says of the law: “It was brought prominently to the atten- 
tion of the English-speaking world by Sir Thomas Gresham.” Op. cit., 
p. 189. Kinley says that Gresham “called the attention of modern stu- 
dents anew to the occurrence more sharply than any writer up to his 
time had done.’”’ Money (New York, 1904), p. 53. Rufener says that 
“Sir Thomas Gresham, in the sixteenth century, called public attention 
to the fact that the cheaper money drives the dearer money out of cir- 
culation.” Principles of Economics (Boston, 1927), p. 500. Scott says 
that Gresham “formulated the experiences of his time . . . into a law 
which has ever since borne his name.”’ Op. cit., p. 27. Turner says that 
the principle was “brought prominently before the English-speaking 
world by the noted adviser of Elizabeth.’’ Introduction to Economics 
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It was Burgon’s biography in 1839 that made publicly 
available for the first time much unknown material about 
Gresham, including his letter of 1558 to Queen Elizabeth. It 
was Macleod (who had apparently seen this letter) who nearly 
twenty years later, in 1858, unintentionally immortalized the 
name of Gresham in economics. In a discussion of monetary 
principles, he said: 


No sooner had Queen Elizabeth ascended the throne, than she turned 
her attention to the state of the currency, being moved thereto by the 
illustrious Gresham, who has the great merit of being, as far as we can 
discover, the first who discerned the great fundamental law of the cur- 
rency, that good and bad money cannot circulate together . . . He was 
presented to the Queen only three days after the accession, by Cecil, and 
she immediately employed him to negociate a loan which was necessary 
in the exhausted state of the Treasury left by Mary. Before leaving for 
Flanders he wrote a letter of advice to the Queen explaining how, among 
other things, all the fine money had disappeared from circulation. The 
cause of this he attributed to the debasement of the coin by Henry VIII. 
Now, as he was the first to perceive that a bad and debased currency is the 
cause of the disappearance of the good money, we are only doing what is 
just in calling this great fundamental law of the currency by his name. 
We may call it Gresham’s law of the currency.® 

The “law,’’ as Macleod formulated it, is obviously not true. 
As many commentators have since pointed out, ‘‘bad’”’ 
money can circulate along with “good”? money, provided 
there is not too much of the “bad” money. This qualifica- 
tion, as well as the one that bad money will not drive out 
good money provided the public make a distinction between 
the two monies for monetary use as well as for non-monetary 
uses, was not suggested by Macleod. 

In subsequent writings Macleod repeated his original prop- 
osition with many modifications and extensions. It is note- 
(New York, 1919), pp. 253-4. Hartley Withers, speaking of the debase- 
ment, clipping, and sweating of coins, and the consequent retirement 
from circulation of full-weight coins, says that “the process arose which 
went on undetected for centuries until it was enounced and denounced 
by Sir Thomas Gresham, Queen Elizabeth’s great monetary adviser, 
who stated his famous economic law on the subject.’”’ The Meaning of 
Money (London, 1928, 27th impression), p. 14. 

5. The Elements of Political Economy (London, 1858), pp. 476-8. 
All italics used in this paper are in the original quotations, except where 
otherwise noted. 
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worthy, however, that in no place does he phrase the law in 
words attributed directly to Gresham, but a number of times 
relied for a formulation of it on an anonymous pamphlet pub- 
lished in 1696. He refers to the “fundamental and universal 
law in Economics, which has been found to be true in all 
countries and ages — That bad money drives out good money 
from circulation; or, as it it [sic] expressed in an anonymous 
pamphlet . . . ‘When two sorts of coin are current in the same 
nation of like value by denomination, but not intrinsically, that 
which has the least value will be current, and the other as much 
as possible will be hoarded,’ or exported, we may add.’’® Mac- 
leod makes no suggestion that this guarded statement from 
a nameless writer is in any way different from the “universal 
law” he had just mentioned. In this edition Macleod does 
not specifically apply Gresham’s law to bimetallism, but says 
that on the same principle ‘a paper currency is invariably 
found to expel a metallic currency of the same denomination 
from circulation,” and extends the law to an unspecified case 
in America of depreciated paper money being driven from 
circulation by another issue of more worthless paper money.’ 

In a later edition of the same work, Macleod gave a slightly 
different interpretation to the “law,” recognizing that good 
and bad monies could circulate together provided they are 
given different monetary valuations.*® 

In the ’90’s, Macleod, who was a bitter opponent of bimet- 

6. The Theory and Practice of Banking (London, 1873, 3d ed.), i, 
ll : 

7 a. p. 120. The example of the American paper money situa- 
tion would appear to be a bit of imaginary history of Macleod’s making, 
for “good” inconvertible paper money would not be driven from circula- 
tion by a new issue of “bad” inconvertible paper, because there would 
= ow market in which the “good’”’ paper money could 

g. “Tf full-weighted and depreciated Coins are allowed to circulate 
together, one of two effects must necessarily follow. Either those persons 
who have commodities to sell will make a difference in their nominal 
price according as they are paid in good or in light coin; that is, the light 
coin will be at a discount as compared with the good coin: or if there be 
a law to prevent this, and to make both to pass at the same nominal 


value, every one will endeavor to discharge his debt at the least possible 
expense.” Op. cit. (4th ed., 1884), i, 152. 
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allism, made liberal use of the law, which he seemed to feel 
was the irrefutable answer to all the bimetallic arguments.° 
In his polemical zeal, he even interpreted Gresham’s letter of 
1558 as an attack on bimetallism, saying that “Sir Thomas 
Gresham had explained to Queen Elizabeth that it [bimet- 
allism] threw the whole system of Coinage into confusion.’’! 

Furthermore, in the light of his reading of the works of 
Oresme and Copernicus, he modified his original claim that 
Gresham was the first to discover the Law of bad money driv- 
ing out good money. Recognizing the three men as inde- 
pendent discoverers, he said ‘‘the Law ought to be called the 
Law of Oresme, Copernicus, and Gresham,” and thereafter 
referred to it several times by that name.? 

In his preface to this same book, Macleod made the uncom- 
promising statement: “It was demonstrated by the inexor- 
able logic of facts and incontrovertible arguments that — 
‘The Worst form of Currency in circulation regulates the Value 
of the whole, and drives all others out of Circulation.’ ’”’* Yet in 
the text of this work he referred to “‘the great fundamental 
Law of the Coinage, first demonstrated by Oresme, Coper- 
nicus and Gresham, that Inferior Coins and Superior Coins 
cannot, in the nature of things, circulate together in unlimited 

9. See, for example, The Theory of Credit (London, 1894, 2d ed.), 
ii, 421, and seq. 

1. Idem, ii, 421. 

2. Macleod seems to have had a bent for bestowing credit for the dis- 
covery of economic laws with an open-handed generosity, and then of 
subsequently passing the credit on to some other writer. Hollander, in a 
footnote, comments on the statement of Lord King that the depreciation 
of paper money is measured by the state of the foreign exchanges: 

“ ‘This great law which we have designated Lord King’s Law of Paper 
Money, because he bore the most conspicuous part in establishing it’ 
(Macleod, ‘Banking in England’ in Banking in All Nations, 1896, vol. ii, 
p. 20). Elsewhere Macleod asserts that it is to Boyd, Lord King, and 
Thornton, that ‘the merit is due of establishing this principle, which is as 
important in the subject of currency as the Newtonian law of gravity is 
in astronomy’ (Theory and Practice of Banking, 2d ed., 1866, vol. ii, 
p. 4); and in still another connection the same writer hesitates as to 
‘whether strict justice does not demand that it should be attributed to 
John Law’ (Dictionary of Political Economy, 1863, p. 96).”" “The De- 
velopment of the Theory of Money from Adam Smith to David Ricardo,” 
QUARTERLY JGURNAL OF Economics, xxv, 457. 

3. Vol. ii, p. viii. 
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quantities.””* It is difficult to say, on the basis of Macleod’s 
own writings, just what was the ‘“‘Gresham’s Law”’ that he 
christened. 

Yet Macleod’s suggestion, made in 1858, had, inside of 
twenty years, found its way into a number of economic works. 
Stanley Jevons seems to have played an important part in 
popularizing the new “law.” In his widely-read Money and 
The Mechanism of Exchange, which first appeared in 1875, he 
gave an extended discussion of the law ‘which Mr. Macleod 
has very appropriately called the Law or Theorem of Gresham, 
after Sir Thomas Gresham, who clearly perceived its truth 
three centuries ago.’® Jevons said: ‘This law, briefly ex- 
pressed, is that bad money drives out good money, but that 
good money cannot drive out bad money.’”’ Jevons was con- 
cerned with Gresham’s law primarily as a means of refuting 
Herbert Spencer’s suggestion that it would be better to have 
coinage done by private parties, but he said that the prin- 
ciple also applied to bimetallism, and to the circulation of 
paper money and coin. 

To Jevons’ discussion can be traced several common errone- 
ous impressions about Gresham and his law. First, the phrase 
“good money cannot drive out bad money,” which was never 
used by Gresham, seems to have originated with Jevons.® 
Second, Jevons said that “‘Gresham’s remarks concerning the 
inability of good money to drive out bad money, only referred 
to one kind of metal,” and this idea now has wide prevalence.’ 
The fact is that Gresham’s letter of 1558, insofar as it dealt 
with coinage, emphasized the driving out of one kind of coins 

4. P. 545. Italics not in original. 

5. P. 81. All page references are to the edition which appeared as 
part of The International Scientific Series (New York, 1893). 

6. Bullock, Introduction to The Study of Economics (Boston, 1900, 
2d ed.), says that Gresham “long ago formulated the statement that 
bad money tends to drive out good, but good money cannot drive out 
bad.” P. 245. Ashley, in his Economic History (London, 1911), Part I, 
p. 175, makes a similar statement, as does Nicolson, A Treatise on Money 
and Essays on Monetary Problems (London, 1893, 3d ed.), p. 43. 

7. Both Giffen, ‘The Gresham Law,” The Economic Journal, 1891, 
i, No. 1, 304, and Walker, International Bimetallism (New York, 1896), 


p. 44, say that Gresham’s statement applied only to coins of the same 
metal. 
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(gold) by the debasement of another kind (silver). Third, 
Jevons is probably responsible for the belief that Gresham 
originally stated his law to explain why the new coins put in 
circulation by Elizabeth were either exported or hoarded.® 
In fact, Gresham said nothing about this in his letter of 1558, 
and it is Queen Elizabeth’s discussion of the problem in her 
proclamation of 1560 that has been attributed to Gresham. 

In America, Perry, writing in 1875, did not mention 
Gresham, altho he discussed in some detail the way in which 
debased monies drive full-weight monies from circulation, 
and spoke of a “fundamental law of finance.”’® But when, in 
1877, he gave much the same discussion, he used the term 
Gresham’s law, phrasing it as follows: ‘‘ An inferior money, so 
long as it circulates at all, drives a superior money out of the 
circulation.’! In the following year, he said that the law did 
not apply to fiduciary coins where the nominal value was 
maintained above the bullion value.?, Walker, in 1878, spoke 
of Gresham’s law, and appealing to the doctrines of Ricardo 
pointed out that it depended for its operation on a redun- 
dancy of the poorer coins.’ In the ’90’s Giffen* and W. M. 
Daniels’ made some discriminating comments on “the law.” 

It seems to have been the bimetallic controversy that 
definitely established the term in economic literature, and 
also made it a familiar one to the general public. Just as the 
Malthusian “law” a century before had been the easy answer 
to any proposal for social reform, so in the hands of the mono- 

8. Jevons did not specifically say that Gresham expounded his law in 
order to explain why the new full weight coins were driven from circula- 
tion, but his discussion (pp. 80-3), suggests that this was the problem 
with which Gresham was concerned. 

9. Elements of Political Economy (New York, 1875, 13th ed.), pp. 
275-85. 

1. Introduction to Political Economy (New York, 1877), p. 244. 

2. Elements of Political Economy (New York, 1878. New edition), 
p. 327. ‘The only exception to this is found in token-coins, and in sub- 
sidiary silver so far as that has the token-quality, that is, so far as its 
nominal is above its bullion value.” 

3. Money (New York, 1878), pp. 193-5. 

4. Op. cit., pp. 304-6. 


5. “The Formulation of Gresham’s Law.” Annals of The American 
Academy of Political and Social Science, vi, 280, 281. 


” 
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metallists Gresham’s law became little more than a catch- 
word with which they thought to answer every bimetallic 
argument.® 

The various interpretations which have been given to the 
paradox, ‘‘bad money drives out good money,” turn mainly 
on the phrase “drives out.” Where, as in many parts of 
China today, there are no laws requiring the public to make 
contracts or to carry on business in a particular type of 
money, one kind of money can gradually come to dominate 
the field. Other monies are “driven out”’ because the public 
does not care to use them. Such preference may be based on 
custom, prejudice or appearance, or result from a loss of pub- 
lic confidence in the other monies. Even when the power of 
the state is back of a particular money, as the German mark 
or French frane during the inflation period, these monies 
may be more or less “driven out’’— in the sense that their 
field of circulation is narrowed and their use entirely discon- 
tinued for certain purposes — by more stable units such as 
the dollar, pound, and Swiss franc. Stringent measures by 
the Chinese authorities in recent years have not prevented 
the Japanese yen from making inroads on the field of circula- 
tion of the badly depreciated paper monies of Manchuria. In 
this sense there is a very real possibility at times of ‘good 
money driving out bad money ’”’ in trade, and as new contracts 
are negotiated in stable currencies, for the “‘bad’’ money to 
be used less in the payment of debts. A “driving out”’ of this 
kind is the result of a choice exercised by the seller of goods, 
or by the creditor when a contract is made calling for deferred 
payments. 


6. Walker wrote in 1896: “When a youthful student of political econ- 
omy, I may have read something about Gresham’s law; though I cannot 
remember when or where. While still a youthful professor of political 
economy, I sometimes made mention of that Law, or Theorem, but the 
public generally, twenty or only five years ago, were about as liable to 
meet such an allusion, as is the newspaper reader of today to encounter 
a reference to Mariotte’s Law or Taylor’s Theorem. Of late, however, 
this term has been much more frequently used. Today, the name of the 
London banker is in everybody’s mouth. No monometallist thinks he 
can talk about the currency unless he quotes that highly meritorious 
financier.” International Bimetallism (New York, 1896), pp. 39, 40. 
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When economists have spoken of bad money driving out 
good money under the operation of Gresham’s law, they 
obviously have not had in mind operations such as these. 
The “driving out” under Gresham’s law is one based upon 
an immediate monetary gain, resulting from the transfer of 
money of higher commodity value to the market where it 
can be disposed of most profitably.” This is dependent upon: 
(a) a statute law or a public opinion which assigns a given 
monetary valuation to monies, and (b) a free market where 
the commodity content of one of the monies will give a 
greater return than offering the money in the local monetary 
market. A “driving out’’ of this type is dependent upon the 
existence of a payer’s or debtor’s option. 

Such a “driving out” may operate in three different ways: 
(1) all of the good money may be driven from circulation, as 
was the case with the gold coins in France and Germany dur- 
ing the World War, and the bad money go to a discount; (2) 
some of the good money may still circulate, and the bad 
money (being limited in amount) remain on a parity with it, 
as the silver dollar in the United States remained on a parity 
with the gold dollar in the 1890’s; (3) the good money may 
still circulate, but only at a premium in terms of bad money, 
as was the case with the gold dollar in the United States dur- 
ing the greenback period, or the gold peso in Chile from 1898 
to 1926. 

When Macleod (with some exceptions) and Jevons talked 
of “driving out’’ they considered only the first case, and 
made the operation of Gresham’s law synonymous with a 
depreciation of the “bad” money. Walker, Giffen, and 
Daniels recognized that “driving out” could take place in 
the second sense, and eliminated the necessity of deprecia- 
tion from the operation of the law. Giffen expressly recog- 
nized the third type of “driving out,” and probably most 


7. But a curious example of what is supposed to be Gresham’s law is 
given by Fairchild, Furniss, and Buck, of a person paying out dirty bills, 
and keeping the cleaner ones. Elementary Economics (New York, 1926), 
i, 388. This would seem to be no more an illustration of Gresham’s law 
than the action of a bank in paying out new bills to customers and keep- 
ing the soiled bills would be a refutation of the law. 
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economists who do not discuss the matter assume that a 
“good”? money which continues to circulate only at a mone- 
tary valuation different from the “bad’’ money is out of 
circulation. 

Today almost all economists explain “‘drive out” in the 
second sense. However, a large proportion of the examples 
of Gresham’s law in economic texts are drawn from bimetal- 
lism. This cannot but suggest to the reader that depreciation 
is the characteristic feature of Gresham’s law, rather than 
the selection of coins of greater commodity value in prefer- 
ence to others whenever there is an occasion to export money, 
hoard it, or melt it down for use in the arts. The truth is that 
the operation of Gresham’s law, instead of being a cause of 
depreciation, in reality prevents depreciation or makes it less 
severe than it would otherwise be. If, when coins of lower 
commodity value were added to the circulation, the public 
did not pick out the full weight coins (that is, Gresham’s law 
did not operate), depreciation, instead of being prevented, 
would be even greater, because the monetary supply would 
not be reduced. It was the operation of Gresham’s law during 
the period of the Bland-Allison and Sherman Acts that kept 
the American dollar at par with gold, in spite of the large 
amount of “bad” silver money which had been pumped 
into circulation. 

The fallacy in the idea that the presence of “good” and 
“bad” money presents a unique problem may be shown by 
the following illustration. Assume that a country with free 
coinage has a circulation of 10,000,000 gold coins, with a 
legal weight of 25.8 grains, but that 3,000,000 of the coins are 
abraded to 25 grains, and 1,000,000 to 23 grains. If the legal 
weight of the coin were reduced to 24 grains, under free coin- 
age as 5,000,000 new coins were put in circulation, a corre- 
sponding number of the 25.8 grain coins would be driven out, 
“under the operation of Gresham’s law,” while the 25 and 
23 grain coins would remain. With the continuance of coin- 
age, up to a total of 9,000,000 coins, the remainder of the 
25.8 grain coins, and the 25 grain coins, would be driven out, 
and this again would illustrate Gresham’s law. Should fur- 
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ther coinage take place, or should there be a decline in the 
local monetary demand, the presence of the 1,000,000 coins 
of 23 grains would always insure that the new 24 grain coins 
would go out first, and thereafter any driving out of 24 grain 
coins would be an illustration of Gresham’s law. 

Assume, however, that the last 1,000,000 of the original 
coins weighed 24 grains. In that case, after the first 9,000,000 
coins weighing 25 grains or more had been driven from circu- 
lation, all coins remaining would be of equal weight. Econ- 
omists generally would agree that henceforth no driving out 
of coin would be an illustration of Gresham’s law, because 
no choice would be offered between ‘“‘good”’ and “bad” 
money.® 

Perhaps I have labored unduly an obvious point, but in 
view of the impression conveyed by many discussions of the 
law in economic literature that “bad’’ money is endowed 
with some peculiar power that enables it to “drive out good 
money,” it is well to bring out clearly that it is not the bad- 
ness of the money, but its excess, that leads to the driving 
out. The driving out can take place when all of the money is 
equally good. Gresham’s law simply explains which money 
is taken out of circulation, when, at a moment of excess in the 
total monetary supply, any choice is offered among two or 
more monies of different commodity values. 


FRANK WHITSON FETTER. 
PRINCETON UNIVERSITY. 


8. An exception to the almost universal view of economists that 
Gresham’s law deals with the problem of two or more monies of different 
commodity values, is found in the presentation given by Lionel D. Edie. 
After saying ‘In its simplest form the doctrine is, ‘Bad money drives 
out good,’ ” he goes on to define the law so as to cover any case of money 
going out of circulation to seek a more favorable market, even when no 
choice is offered as between “good” and “bad” monies. “In more 
specific form the doctrine may be stated as follows: ‘When metal is 
worth more as bullion than as money, it will disappear from circulation 
to be used either in the arts or for export to a foreign country.’ ’’ Money, 
Bank Credit and Prices (New York, 1928), p. 36. Gresham’s law, as 
thus defined, deals with redundancy, and not with the problem of “good” 
and “bad” money. 














THE MOBILITY OF CAPITAL 


SUMMARY 


{ Mobility of capital in traditional economic theory, 496.— Much 
capital consists of goods having a relatively short life and of staple 
inventories, 498.— Mobility of capital also depends upon degree of 
specialization, 500.— A large proportion of fixed capital only super- 
ficially specialized, 501.— Actual mobility facilitated by the diffusing of 
capital and manufacturing burdens, 503.— This practice reduces the 
deterrent influence of risk, 504. Early growth of the automobile 
industry largely financed by indirect diversion of capital, 504.— The 
réle of profits in guiding investment not limited to the direct attraction 
of capital, 506.— Mobility facilitated by presence of idle utilities in 
existing equipment and by technological advances, 507.— Diversion of 
the products and services an important factor, 508. 


The easy mobility of economic resources — the actual 
readiness of land, labor, capital, and business initiative to 
shift from one employment to another in response to chang- 
ing profits and prices — is an important postulate of tradi- 
tional economic theory. The practical limitations upon such 
mobility, on the other hand, are responsible for various appar- 
ent anomalies in the world of competitive business, such as 
continuing discrepancies in the comparative prices, wages, 
profits, and interest rates of different countries, sections, 
trades, and industries. Important changes in modern indus- 
try are peculiarly conditioned by the mobility of capital, for 
the large-scale industrial technique of our times requires the 
employment of enormous quantities of resources for mediate 
uses — for tools, machines, buildings, products-in-process, 
reserves against fluctuations, etc. The actual processes 
whereby mobility of capital is in fact achieved, however, have 
received little attention. Most writers are content with fairly 
general statements; e.g., large profits serve to attract entre- 
preneurs and capitalists, and, through them, the material 
resources required for the production of any good; hence, the 
productive factors, particularly capital, tend to flow auto- 
matically to the industries most needing them, the importance 
496 
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of their need (and the risks involved) being roughly measured 
by the rate of return offered. In more specific analyses, the 
discussion is usually confined to the mobility of fresh money 
savings and other temporarily idle funds, particularly when 
guided by organized financial institutions. Capital in the 
form of money, is indeed capital par excellence, for in this 
form it is synonymous with the fresh power to employ vir- 
tually all kinds of economic resources in ‘ roundabout,” 
“time-consuming’’ methods of production. But the bulk of 
a community’s capital at any given moment is already em- 
bodied in concrete goods, such as buildings, machines, tools, 
furniture, etc: To what extent and in what ways may capital 
so embodied “‘flow”’ from one industry to another? The prob- 
lem of capital mobility clearly transcends the operations of 
the money markets. 

A partial explanation of the mobility of invested capital 
was given long ago by Walter Bagehot in his Postulates of 
Political Economy :! 


... What, then, do we mean when we speak of ‘“‘capital” as flowing 
from employment to employment? . . . when capital goes from trade to 
trade it settles not only which sort of labour shall be employed, but which 
sort of existing machines should be first used up, which sort of new ones 
made, and how soon those new ones shall be worn out, not only in the 
selected trade, but in an endless series subsidiary to it... .in general, 
the effect of the migration of coéperative capital is to change the speed 
with which the existing machines are worked out, and the nature of the 
new machines which are made... 


Provision against the depreciation and replacement of 
existing items of capital equipment, then, offers business men 
the opportunity to change the forms in which their capital is 
embodied. This source of mobility is far from insignificant. 
In 1928, the depreciation and depletion charges against the 
current income of American corporations amounted to 4.1 
billions of dollars,? a sum equal approximately to two-thirds 

1. Economic Studies, London, Longmans, Green and Co., 1880, 


p. 45ff. 
2. Statistics of Income, 1928, Government Printing Office, p. 318-19. 
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of the total new capital issues of corporate securities in that 
year.’ 

The mobility of invested capital is much greater than that 
indicated by the volume of formal depreciation charges, how- 
ever. The prevailing forms of capital and the prevailing busi- 
ness practices in this country are such that a very considerable 
diversion of capital from one industry to another is con- 
stantly taking place through ordinary business transactions, 
without the intervention of banking institutions, and often 
without the formal decision of those whose capital is affected. 
It is the purpose of the present paper to call attention to 
some of these less overt but highly pervasive sources and 
processes of capital mobility. 

In the first place, it is curious to observe that many of those 
who ascribe the utmost fluidity to capital in the abstract 
confine their concept of “capital goods” to highly durable 
instruments. The fact is that a very considerable proportion 
of this country’s capital — both consumers’ and industry’s — 
consists of goods that have a relatively short length of life. 
The capital embodied in quasi-durable consumers’ goods 
alone — in furniture, clothing, pleasure automobiles, and the 
like, in the hands of consumers — was estimated by the 
Bureau of the Census to have a value of approximately 42 
billions of dollars at the end of 1922, an amount exceeding by 
5 billions the aggregate value of all movable capital equip- 
ment in the hands of industry, trade and agriculture.* Such 
figures as we have, moreover, indicate that not far from one- 
fourth of an American family’s income is annually invested in 
such quasi-durable consumers’ goods, and that their average 
length of life is between two and one-half and three years.° 

3. This total was reported at 6.08 billions in the Statistical Abstract 
of the United States, 1930, Government Printing Office, p. 313. 

4. Cf. Estimated National Wealth, Bureau of the Census, Govern- 
ment Printing Office, 1925, p. 18 (Table 1). The figures cited assume an 
approximately equal distribution of the value of motor vehicles between 
business and family use. 

5. Cf. Mitchell, Wesley C., Business Cycles, New York, National 


Bureau of Economic Research, 1928, pp. 94-95; Bulletin of the United 
States Bureau of Labor Statistics, No. 357, ‘‘The Cost of Living in the 
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It is obvious, therefore, that considerable mobility exists in 
consumers’ capital —that the distribution of this capital 
among radios, furniture, clothing, automobiles, and the other 
types of consumers’ goods is amenable to ready change. 

Nor are all the forms of business capital as fixed and dura- 
ble as is commonly assumed. In the estimate by the Bureau 
of the Census of the national wealth of the United States as 
of December 31, 1922, the value of industrial and trade inven- 
tories — of raw and semi-finished materials, goods-in-process, 
and finished products — was 36 billions of dollars, only one 
billion less than the aggregate value of manufacturing and 
agricultural machinery and implements, public service equip- 
ment, live stock, and motor cars and trucks in business use.® 
The capital embodied in the constituents of these inventories 
is continuously released as the goods pass into the hands of 
business or family consumers, thereby permitting this capital 
to seek new forms when expedient. Moreover, a large part of 
business inventories consists of primary industrial materials— 
mined coal, pig iron, steel ingots, board lumber — which, 
because of the great variety of their alternative uses, are 
effectively unspecialized; and the capital which they repre- 
sent is to that extent highly mobile. 

Thus far we have considered only the forms of capital com- 
prising quasi-durable consumers’ goods and industrial and 
trade inventories. These forms, far from negligible, consti- 
tuted 37.3 per cent of the aggregate value assigned by the 
Bureau of the Census to the total of man-made wealth in the 
United States at the end of 1922.7 But what of “fixed 
capital’? of the 89 billions representing buildings and other 
improvements on land and of the 37 billions of movable 
industrial and agricultural equipment?* Is the capital em- 
bodied in these fixed forms rendered mobile only to the extent 
that provision against the depreciation, maintenance, and 
United States,” p. 5 and Table G; and Income in the Various States, 
National Bureau of Economic Research, 1925, p. 26. 

6. Estimated National Wealth, Bureau of the Census, Washington, 
1925. 


7. Cf. Table I, below. 
8. Cf. Table I, below. 
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replacement of the constituent items offers opportunity for 
change of form? The answer is that in the most practical and 
useful sense of the term — that of being readily capable of 
diversion from one use to another — a large proportion of 
this “fixed” capital possesses a substantial measure of 
mobility. 

The mobility of capital depends (inversely) not only upon 
the durability of the goods in which it is embodied but also 
upon the degree to which the services of these goods are 
specialized. The perfect mobility commonly ascribed to 
capital in the form of money or in the form of a surplus of con- 
sumption goods is due precisely to the great number of alter- 
native employments open to it. But a large proportion of the 
fixed capital of modern industry, tho specialized in an imme- 
diate and technical sense, is devoted to the production of 
primary goods and services that have an exceedingly wide 
range of competitive uses. Railroad transportation, electric 
power, pig iron, steel bars and shapes, copper ingots, heavy 
chemicals, are basic elements in a great variety of present-day 
industrial processes and products. The distribution of the 
current output of such primary goods and services among the 
various industries and products is subject to rapid change 
through ordinary competitive business transactions. New or 
growing industries, therefore, may readily divert to their 
products an increasing proportion of the current output of 
steel, coal, copper, electric power, transportation service. In 
doing so, they are in effect obtaining the services of an increas- 
ing proportion of the capital equipment of the primary indus- 
tries. And in this very real and practical sense, the fixed 
capital of the latter may be said to possess a substantial 
measure of mobility. Through its services, as these are con- 
tained in its immediate products, the fixed capital of the 
primary industries may truly be said to “‘flow”’ easily to 
nearly all successful industries. 

In the last analysis, the greater part of the capital required 
for the production of most goods is the capital required by 
the primary industries catering to those goods. In Russia, at 
the present time, great sums of new capital are required to 
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produce automobiles; but the bulk of this capital is really 
needed to provide blast furnaces, rolling mills, mining and 
metal-working machinery, transportation services, mechan- 
ical and electric power — primary facilities required not only 
for automobiles but for a host of manufactured goods. These 
are the important forms of capital in an industrial society, 
and these forms are essentially unspecialized.’ It is truer to 
say that Russia lacks industrial capital than that she lacks 
the particular forms of capital required for automobile manu- 
facture. In the United States, from the standpoint of the 
community as a whole, the mobility of the capital invested in 
roadbeds, freight cars, or textile machinery is not to be denied 
merely because such goods are not directly convertible into 
automobile factories. To the extent that textile machinery 
may be diverted to the manufacture of automobile uphol- 
stery materials, and railroad equipment to the transportation 
of supplies and finished products for automobile factories, the 
capital embodied in these concrete durable goods must be 
said to possess mobility. It is to be observed, moreover, that 
even perfect mobility of capital does not require complete 
homogeneity of all capital goods: it is only necessary that 
sufficient interchangeability exist at the “margins” to take 
care of new or changing needs. 

Tho the available data are too scanty to permit more than 
a very rough approximation, it does not appear unreasonable 
to estimate that more than one-half of the entire fixed capital 
of American industry and trade proper is concentrated in the 
primary industries, i.e., those, supplying raw and treated 
materials and essential services for a very wide range of prod- 
ucts. The Census analysis of man-made wealth in the United 
States at the end of 1922 may be summarized as follows:® 

9. Cf. Federal Trade Commission Report on National Wealth and 
Income, pp. 30, 34, 106, 107, in which the original Census data are some- 
what rearranged. None of the figures includes the value of land as such. 
The value of motor vehicles is divided in approximately equal propor- 


tions between ‘Manufacturing Machinery and Implements” and 
“Consumers’ Wealth.” 
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TABLE I 
Man-Mape WEALTH IN THE UNITED Srares IN 1922 


Value in Billions 





Form of Dollars 
Business and Residential Improvements, except those 

of farms and public service industries............ 51.2 
Public Service Industries 

Movable Equipment..................... 10.6 

I soot ccauicccaecesences esses 20.0 30.6 
Manufacturing Machinery and Implements......... 18.0 
Gold and Silver Coin and Bullion.................. 4.3 
Industrial and Trade Inventories.................. 36.2 
Agricultural Capital 

ir keer hatisuikaoeeslsan ss 5.8 

Machinery and Implements............... 2.6 

I a ee a woe. ore 9.8 18.2 
ee re 42.2 
Tax-exempt Improvements (largely government-owned) 8.0 

at tie acta gee dh Scarves Sie Wie a. 208.7 


It will be observed that the fixed capital of public service 
enterprises alone constituted slightly more than 30 per cent 
of the total fixed capital invested in residences and in all 
industry and trade proper (exclusive of agriculture). The 
Census data, unfortunately, do not permit further analysis of 
the distribution of capital by industrial divisions. A more 
comprehensive, if inaccurate and crude, measure of the rela- 
tive importance of the total capital invested in the primary 
industries is the market value of their securities.'_ More than 
two-thirds of the market value on July 1, 1931, of all the 

1. The market value of securities is not, of course, an accurate meas- 
ure of invested capital. For one thing, it includes land values; and, 
more important, it is far more influenced by earning power, present and 
prospective, than by actual invested capital. Employed, however, to 
indicate the relative rather than the absolute importance of the capital 
investment of different industries, it is not greatly misleading. It should 
be noted, moreover, that there was no great discrepancy in 1922 between 
the total market value of corporate securities (98.5 billions) and the 
Federal Trade Commission’s estimate of the total wealth controlled by 
corporations (102 billions). 
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securities of American corporations listed on the New York 
Stock Exchange was concentrated in the groups listed below? 


TABLE II 


AGGREGATE MarKET VALUE oF LisTED SECURITIES BY 


INDUSTRIAL GROUPS 
Value of Securities 


Industry in Billions of 
Dollars 
I is iiss ngs sald cela a ese elas th oe wratala charade 16.2 
rr: 
RE re i ne re 3.0 
EN 55 <i dare eee meds 0G ees Siw sa oar 2.7 
PE ING ois aie eid eiitiiisesecanen 1.7 
Mining (exclusive of iron)... ............sece00 1.5 
Machinery and Metals..................0eeeeee 1.4 
SEP TE eo. eh Hy A ae EOE 41.5 
Total Value of All Securities of American Corpora- 
tions Listed on the New York Stock Exchange. . 61.5 


During the World War, not only the primary industries, 
but also producers of automobiles, bicycles, and other finished 
goods were able to divert large proportions of their capital 
facilities directly or indirectly to the production of shells, 
munitions, and other military supplies. 

The actual mobility of invested capital is greatly facilitated 
by prevuiling business practices which, far from requiring 
integration of operations by each final producer, permit and 
encourage an extensive diffusion of the burdens of manu- 
facture and sale among numerous distinct enterprises and 
industries. In consequence, a new or growing industry may 
divert existing capital resources to its use, through the pur- 
chase of materials, sub-products, and services, without for- 
mally attracting to it the ownership of these resources. Such 
diversion of capital is none the less real because it is indirect. 
The wide diffusion of capital burdens brought about in this 
manner has the effect, moreover, of greatly reducing the deter- 
rent influence of risk upon the mobility of capital. The flow 
of capital into new or speculative industries, particularly, is 

2. Cf. New York Stock Exchange Bulletin of July, 1931. The figures 


do not include the securities of American corporations whose operations 
are largely conducted in foreign countries. 
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commonly thought to be greatly impeded by the large risks 
involved; and many writers appear to assume that the capital 
available for such industries is limited to the resources of 
speculatively-inclined individuals, or, at any rate, to funds 
more or less definitely ear-marked for speculative purposes. 
To the extent, however, that the producers of new goods are 
able to rely upon the capital equipment of other industries, 
the amount of capital that they themselves are called upon to 
risk is minimized. Those, on the other hand, who actually, 
tho indirectly, provide the greater part of the capital 
facilities required for the new product, are not called upon 
formally to commit their resources to the risks of the new 
product as such. Each sub-producer assumes the subsidiary 
risks involved in his own immediate contribution. In conse- 
quence, the wide distribution of capital burdens is accom- 
panied by a considerable diffusion of risk, with an attendant 
diminution of its deterrent influence upon capital mobility. 
If, in contrast, industrial practice required that each final 
product be produced by a highly integrated enterprise, the 
accompanying concentration of risk could be expected seri- 
ously to obstruct the ready flow of capital to new products. 

The great practical importance of these considerations is 
abundantly illustrated by the history of the American auto- 
mobile industry.’ Prior to 1899, this industry was too unim- 
portant to receive separate notice in the United States Census 
of Manufactures; by 1925, it had risen to first place in value 
of products among American manufacturing industries. The 
striking rapidity and extent of the growth of the automobile 
industry took place despite the substantial capital needs of a 
product that required large-scale methods and extensive use 
of machinery for its production, and despite the great risks 
that might have been expected to obstruct the movement of 
capital into a speculative new industry. These factors, indeed, 
did prevent the industry from obtaining more than negligible 
aid from the formal capital markets; but they did not pre- 

3. For a detailed account of the financing of the industry, I may be 


permitted to refer to my A Financial History of the American Auto- 
mobile Industry, Houghton Mifflin Co., Boston, 1928. 
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vent a very substantial and strikingly effective indirect diver- 
sion of capital to the new industry. 

The previous industrial development of the United States 
had brought into existence great quantities and varieties of 
capital resources that were substantially unspecialized in the 
sense that they were capable of serving a very wide range of 
alternative products. Not only were there the “heavy 
industries,” including the metals, transportation, and power; 
but also, there were great numbers of large and small parts- 
making establishments that were equipped with the build- 
ings, machines, tools, technical skill, and traditions for the 
manufacture to order of a great variety of wood and metal 
sub-products. Now the automobile, like most other manu- 
factured goods, was a new product chiefly as an assembled 
unit: its component parts were much akin to those of many 
other goods. The bulk of the capital facilities required for 
automobile manufacture already existed, therefore; the prob- 
lem was that of mobilizing them for the new product. 

This problem was made easy of solution by the large profits 
of successful automobile production and by the character of 
the prevailing business and industrial practices alluded to 
above. Since integrated automobile manufacture was wholly 
unnecessary, the early automobile producers themselves were 
faced by no great capital requirements. Orders for com- 
ponents were given to wood- and metal-working enterprises; 
carriage-makers were called upon for “bodies”; makers of 
electrical equipment and rubber goods added their contribu- 
tions. Behind the parts-makers, stood the “heavy indus- 
tries’”’ and their capital resources; waiting to relieve the auto- 
mobile producer of the finished vehicles were the wholesale 
and retail merchandisers and their capital facilities. The 
chief business of the automobile producer proper, after design- 
ing his product and placing orders for parts, was the assem- 
bling of the major components and the factory sale of the com- 
pleted product. The process of assembling was short; it 
required neither large plant nor elaborate equipment; and the 
plants were as often rented as purchased. Working capital 
burdens were similarly shifted and distributed. Mr. Roy D. 
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Chapin, chairman of the board of directors of the Hudson 
Motor Car Company, and one of the pioneers of the indus- 
try, told the writer, 


It is said that the Ford Motor Company started with $28,000. We 
started with much less than that. Dealers’ deposits often paid half the 
sum necessary to bring out a year’s production; and if the assembling 
were efficiently directed, drafts against the finished cars could be cashed 
as rapidly as the bills from the parts-makers came in. 


Thus, the bulk of the capital required for automobile manu- 
facture was not provided by the producers themselves, but 
by their suppliers, direct and indirect. And the provision of 
this capital did not wait upon the willingness of its owners to 
assume the new and large risks of automobile production 
proper. 

The history of the automobile industry clearly illustrates 
that the réle of profits in guiding the distribution of produc- 
tive resources is not limited to the direct attraction of capital 
to profitable industries. The large profits of successful auto- 
mobile manufacture served primarily to enable the producers 
to outbid competing industries for the services, tho not 
the ownership, of the capital that they required. In lesser 
and varying degrees, this was likewise true of their immediate 
suppliers — the parts-makers, and of their immediate cus- 
tomers — the distributors and retailers. The rapid expansion 
of the industry was accompanied by a great growth in the 
owned resources of the producers, but it was also accom- 
panied and facilitated by a great growth in the resources of 
all the collateral branches of the industry. As late as 1922, 
the wholesale value of components purchased by automobile 
producers constituted 55 per cent of the wholesale value of 
the finished vehicles.‘ Moreover, the growth in the owned 
resources of the producers, which permitted increasing inte- 
gration of manufacture, was derived almost entirely from the 
direct reinvestment of profits.5 Of the combined invested 
capital of the eight producers who accounted for more than 


4. Cf. Seltzer, op. cit., p. 59. 
5. Ibid., Chaps. III, IV, V. 
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four-fifths of American automobile production in 1926, only 
20 per cent was derived from sources other than the direct 
reinvestment of profits ;* and even this 20 per cent was derived 
in part from the reinvested profits of parts-makers whose 
enterprises were taken over by producers in exchange for the 
latters’ securities.’ In recent years largely for the purpose of 
liquidating and distributing the holdings of original owners, 
the securities of leading automobile producers have been mar- 
keted in substantial quantities through investment bankers 
and have become active in speculative and investment circles; 
but the essential financing of the industry took place with 
surprisingly little resort to the formal fixed capital markets. 

A new product may command the services of existing 
capital equipment not only by diverting these from other 
goods, but also by effecting the utilization of hitherto idle 
utilities residing in such equipment. Some of the capital 
early devoted to automobile production came from the idle 
resources of machine shops and other establishments that 
added automobile components to their lines of products with- 
out, at first, diminishing their output of other goods or increas- 
ing their capital resources. It is a common observation that 
productive capacity is rarely employed to its fullest extent: 
the actual output of American industry as a whole in 1923 
was estimated by the Census of Manufactures at 72.2 per 
cent of the possible output, and in 1921, at only 57.1 per cent. 
Further, capital may be released for new or extended uses by 
technological advances of various kinds. The productive 
capacity of American automobile factories has been enor- 
mously increased in recent years, without commensurate addi- 
tions to the capital employed, as a result of the extensive use 
of mechanical power, machine-tools, scientific factory man- 
agement, and other such means. Improvements in financial 
practice that permit the various reserve funds of industry to 
be reduced in size and to be given fuller employment, and 
improvements in transportation that make possible signifi- 
cant reductions in inventories, storage facilities, and goods- 


6. Ibid., p. 266. 
7. Ibid., pp. 226-28; 266. 
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in-transit, similarly release capital. These increases in the 
efficiency of capital are tantamount to absolute additions to 
the stock of capital; and tho they are rarely reflected in 
pecuniary measurements, they may be of great practical 
importance. There can be little doubt that the great growth 
of the American automobile industry, for example, has been 
financed by the country as a whole, in significant tho uncer- 
tain measure, through just such economies. 

We may conclude, therefore, that the mobility of capital 
is far greater than is commonly assumed. A substantial pro- 
portion of industrial capital is in the form of inventories 
possessing relatively short life, and therefore subject to rapid 
change of form. Fixed capital is given a significant measure 
of mobility not only by the opportunity for change of form 
afforded by reserves for maintenance, depreciation, and 
replacement, but also by the fact that the larger part of 
the country’s industrial capital is concentrated in industries 
whose products and services have a very wide range of alter- 
native uses. Likewise, the processes of capital mobility are 
not confined to the overt attraction of fluid capital to highly 
profitable industries. Concrete capital resources may be 
directly diverted to new products by their owners, in part; 
and, as in the case of the motor vehicle, a new or growing 
industry may divert such resources to its service indirectly, 
without formally attracting to it the ownership of these 
resources. The latter process of indirect diversion of capital 
to new uses is, in fact, one of the most important means 
whereby capital is transferred from one employment to 
another. Finally, the practice of widely distributing the 
capital and technical burdens involved in production facili- 
tates the mobility of capital by diminishing the deterrent 
influence of risk and by minimizing the direct capital require- 
ments of producers of new products. 

LAWRENCE H. SELTZER. 
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MEMBER BANK INDEBTEDNESS AND NET 
DEMAND DEPOSITS IN THE FEDERAL 
RESERVE SYSTEM! 


Connection between member bank indebtedness and net demand 
deposits, 509. — Varying degrees of sensitivity to indebtedness accord- 
ing to (a) classes of banks, 511. — (6) business conditions, 516. — Alter- 
native explanations of the movement of net demand deposits: (a) 
movement of ‘“‘reserve funds,” 517. — (6) rediscount rate changes, 519. 
— Summary of argument, 522. — Implications, 522. 


It has frequently been pointed out that, because of differ- 
ences in the character of the paper rediscounted by central 
banks in England and in the United States, the bank rate in 
the United States should not be expected to be as effective 
in controlling deposit expansion as that in England. In 
England the bank rate is normally a penalty rate; in this 
country it is normally profitable to borrow from the central 
bank. That, in spite of this, banks here do not avail them- 
selves more freely of the rediscounting privilege is due to 
their desire on other grounds to be free of indebtedness. Of 
these the most important is the understanding or tradition — 
almost an unwritten law — that recourse to the central bank 
is justifiable for temporary and emergency purposes only.” 

Mr. Riefler has demonstrated that the extent of member 
bank indebtedness to reserve banks is a far more decisive 
factor bearing on the course of interest rates than is the redis- 
count rate.* The explanation of this appears to be that, when 
indebtedness is increasing, the desire of the member banks 
to reduce that indebtedness, regardless of the rediscount 

1. I am indebted to the Harvard Committee on Economic Research 
for grants which made this study possible, and to the Committee staff 
for assistance in the preparation of charts. 

2. For a full discussion of this point and of other factors which 
affect the attitude of member banks toward indebtedness, see W. R. 
Burgess, Reserve Banks and the Money Market, pp. 182, 190, and E. A. 
Goldenweiser, Federal Reserve System in Operation, pp. 48-50. 

3. See Mr. Riefler’s admirable treatment in Money Rates and Money 
Markets, particularly chapter 2. 

509 











Dollars 
AV 
=" 3 A i 
18 900 i 
| fr | | 
17 | ‘ Ni | H 
‘ as j 
16 \ / at 
15 if LY \ | 








510 QUARTERLY JOURNAL OF ECONOMICS 
rate, manifests itself in increased reluctance to lend, calling 
of loans, sale of investments, and a consequent decrease in 
demand deposits. Moreover, any reserve funds that member 
banks then acquire will probably be used, not as a basis for 
further expansion but to reduce indebtedness. When member 
bank indebtedness decreases, there is a greater probability 
that any increase in reserves arising from an inflow of cash 
or of gold, or from open market operations, will lead to an 
expansion of deposits and of loans and investments and, 
other things being equal, to a fall in interest rates. 

The following charts appear to show that the relation 
between indebtedness and the movements in net demand 
deposits is in reasonably close conformity with this theory.‘ 


CHART I 


Net Demanp Deposits AND Bitts DiscouNTED 
Memser Banks 1922-1931 
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4. I use net demand deposits throughout this paper. The relation 
between net demand deposits and individual demand deposits requires 
separate treatment. Movements of time deposits, because of their 
reserve requirements, may affect demand deposits. As, however, they 
increased at a fairly uniform rate up to June 1928, and remained sta- 
tionary thereafter until the end of 1929, and the interest of this paper 
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Chart I shows the movements of net demand deposits and 
of bills discounted at the reserve banks for all member banks, 
1922-1930 inclusive. For net demand deposits, call date 
figures are used for 1922, figures as of a specific day each 
month from April 1923 to December 1928, and since that 
date, monthly averages of daily figures. Bills discounted are 
monthly averages of daily figures throughout the entire 
period. The only statistical refinement I felt justified in mak- 
ing was the elimination of seasonal variations in deposits. 
Owing partly to the shortness of the period and partly to the 
character of the data, it was found impossible to eliminate 
secular trends in the series. After considerable experimenta- 
tion it appeared best to present the actual figures, corrected 
only for the minor seasonal variations. 

It will be observed that the movement of demand deposits 
is generally in inverse relation to the movement of bills dis- 
counted, which is in accord with the theory above stated. 
Evidently, however, there are other forces at work, since this 
inverse relation is neither invariable nor uniform. Part of 
the explanation of this lack of a more consistent relation may 
be the fact that banks are not all equally sensitive to indebted- 
ness. If, at any time, the bulk of the borrowing has been 
contracted by banks that are not sensitive, less contraction 
of demand deposits is to be expected than would have taken 
place if the borrowing had been done by a class of banks 
highly sensitive. This hypothesis — of a distinction between 
sensitive and non-sensitive banks — may be tested approxi- 
mately by a study of the movements of demand deposits 
and bills discounted for three classes of banks for which 
separate figures may be derived. 

Charts II, III, and IV show the movements of net demand 
deposits and bills discounted for three such classes: New 
York reporting member banks, ‘other reporting member 
banks,” and “other than reporting member banks.”’ These 
classes correspond roughly to the large New York banks, other 
is focused on short run changes in net demand deposits, time deposits 


may be neglected. All the series that follow were derived from data in 
the Federal Reserve Bulletin. 











512 QUARTERLY JOURNAL OF ECONOMICS 


CHART II 


Net Demanp Deposits aND Bitts DiscounTED 
New York Reporting MemsBer Banks 1922-1931 
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large banks throughout the country, and country banks. 5. 
The series for New York and other reporting member banks 
are monthly averages of weekly figures. The series for other 5 
than reporting member banks, shown in Chart IV, were 4, 
obtained by subtracting from the figures for deposits and bills 4: 


discounted of all member banks, described above, the monthly 


CHART III 


Net Demanp Deposits AND Bitits DiscouNnTED 
Orner Reportina Memser Banxs 1922-1931 
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averages of weekly figures of reporting member banks.* 
Demand deposits are corrected, in each case, for seasonal 
variations. 

The extreme reluctance of the large New York banks to 
remain in debt is brought out strikingly in Chart II. An 
increase in indebtedness to the reserve banks is invariably 
followed by a decrease in deposits. Other reporting member 


CHART IV 


Net Demanp Deposits AND Bitts DiscounTED 
Country Banks 1922-1931 
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banks, Chart III, comprising for the most part the larger 
city banks, are fairly sensitive to indebtedness but obviously 
not to the same extent as the New York banks. On the 
other hand, the country banks, Chart IV, evidently are the 
least sensitive to indebtedness. Altho their deposits are less 
than those of the New York banks, their borrowings have 
regularly constituted a much larger proportion of the system’s 
total. As a class, they are never really out of debt, their 
rediscounts rarely falling below $150,000,000. 

Several possible explanations may be offered to account 
for this difference in the practice of the New York and country 
banks. In the first place, the New York banks are in close 
touch with both the reserve banks and an elastic money 


5. The Reserve Board’s series of monthly averages of daily figures 
for country banks has been available only since 1929. 
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market. Their position, in the nerve center of the system, 
exposes them to sudden drains from the interior, from abroad, 
and from operations of the reserve banks. This fact undoubt- 
edly leads them to place much greater stress on liquidity than 
other banks; and borrowing is believed to impair liquidity. 
Then again, the fact that they carry a much larger proportion 
of their assets in the form of investments and security loans 
has, perhaps, made them more open to reserve bank pressure 
against continuous indebtedness. The county banks, on the 
other hand, are for the most part at some distance from both 
their reserve banks and the money market. They find it 
more difficult, therefore, to adjust their reserves quickly by 
calling loans. Further, a much larger proportion of their 
assets is in personal loans that cannot be disturbed without 
loss of goodwill. Country bankers, as a rule, have not stressed 
liquidity so much as city bankers. Finally, it is probable that 
the reserve banks, always sensitive to agrarian criticism, have 
exerted less pressure on country banks to liquidate indebted- 
ness than they have on New York banks. “Other city banks”’ 
appear to occupy a position midway between the country 
and New York banks. 

Whether or no this is a full explanation of the different 
degrees of sensitivity to indebtedness, there can be no doubt 
of the existence of the difference, or of its important bearing 
on the effectiveness of central bank policy. Referring to 
Chart V, for example, it will be observed that the increase 
in deposits in 1925, in the face of an increase in rediscounts, 
was attributable to country banks. If we had but one redis- 
counting agency, located in New York and available only to 
New York member banks, the desire to reduce indebtedness 
would, unquestionably, be a much more effective influence 
on the movement of net demand deposits than it is at present. 

The three series of demand deposits are presented together 
on Chart V. A close inspection appears to suggest that move- 
ments are normally initiated in New York, then spread to 
other cities, and finally appear in the country bank series. 


6. For similar pre-war movements, see A. A. Young, An Analysis 
of Bank Statistics for the United States, p. 28. 
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CHART V 


Net Demanp Deposits, New York Crry, 
Orner Cities anD Country Memser Banks 1922-1931 
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Altho a full explanation of this interesting cyclical behavior 
of deposits would carry one beyond the scope of this paper, it 
is pertinent to note that the same fluctuations are observable 
in the movements of bills discounted, in Chart VI. 

A tentative explanation of the movements in these banking 
series, in terms of the theory of the present paper, is as follows. 
It appears from both series that the full force of a restrictive 
policy is first felt in New York. The endeavor of the New 
York banks to reduce indebtedness leads to a tightening of 
interest rates and to favorable balances against the rest of 
the country, the effect of which is to shift much of New York 
indebtedness to other banks. Finally the country bankers 
experience adverse balances and increase their rediscounts. 
Conversely, forces tending to increase member bank reserves 
show themselves first in New York. After indebtedness there 
has been reduced, an expansion of deposits takes place which, 
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in time, leads to a reduction in the indebtedness of other banks 
and, eventually, to an expansion of their deposits. 

In addition to the question whether all banks are equally 
sensitive to indebtedness is the further question whether they 
are equally sensitive at all times. An examination of the 
charts suggests that they are not. An increase of over 
$400,000,000 in rediscounts in 1923 corresponded with a slight 
decrease in deposits; an equal increase in 1925 was followed 
by an increase in deposits. A level of around $600,000,000 
in rediscounts corresponded with a cessation in the growth of 
deposits in 1926; in 1928-29, however, a level of around 
$1,000,000,000 was accompanied by only a slight contraction 
of deposits. Banks expanded their deposits while still over 
$400,000,000 in debt, in 1927; they contracted deposits from 
the middle of 1930 to the middle of 1931 when indebtedness 
was only around $200,000,000. Part of the explanation has 
already been suggested — the difference in the character of 
the banks which happen, in any particular period, to be con- 
tracting the bulk of the debt. Even for the same class of 
banks, however, the desire to be out of debt does not appear 
to operate with the same degree of intensity at all times. 
As might be expected, it probably varies a good deal in the 
course of cyclical fluctuations in business. In the upswing, 
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bank assets are in good shape, the need for liquidity does 
not seem so pressing, and the profitableness of borrowing is 
large. In the downswing, on the other hand, the quality of 
bank assets tends to deteriorate, borrowing becomes less 
profitable, confidence diminishes, bank runs increase, and 
there is, naturally, a desire for greater liquidity. Thus an 
extremely high level of bills discounted in 1928-29 was accom- 
panied by but a slight contraction of deposits, while the rapid 
increase in rediscounts in the fall of 1931 corresponded with 
a catastrophic decline in deposits. Part of this latter decline, 
no doubt, was because of failed banks and loss of deposits 
through gold and cash drains. That this was not the whole 
story, however, is shown by the enormous decline in Novem- 
ber 1931, when these factors were not important. When 
member banks were prepared to sell bonds at the very low 
prices then prevailing in order to reduce indebtedness, the de- 
sire to reduce indebtedness became of paramount importance 
in the explanation of the banking process in this country. 

In spite of the very heavy volume of indebtedness, deposits 
declined only slightly in the first six months of 1929. This 
must be attributed largely to the special policy of direct pres- 
sure then pursued by the reserve banks. That any decline 
at all in deposits took place in 1928-29, however, when bor- 
rowing must have been very profitable, is a powerful testi- 
mony to the strength of the non-pecuniary motives to keep 
down indebtedness. Moreover, in interpreting the charts, it 
should be remembered that the community’s need for means 
of payment may be expected to increase steadily in an expand- 
ing economy. If allowance is made for secular growth, a mere 
cessation of deposit growth is in effect equivalent to a con- 
traction. 

It may be objected, and prima facie with reason, that such 
inverse relation as exists between net demand deposits and 
bills discounted is explainable on grounds other than the 
repugnance to borrowing. Inflows and outflows of gold, 
decreases or increases of money in circulation, purchases or 
sales of bills and securities by the reserve banks, all tend to 
increase or decrease demand deposits in member banks 
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directly. They also tend to decrease or increase bills dis- 
counted. It is conceivable, therefore, that these factors are 
responsible for the inverse relation between net demand 
deposits and bills discounted. This hypothesis may be tested 
approximately. 

Inflows of gold, decreases in money in circulation, and open- 
market purchases on the part of the reserve banks result for 
the most part in deposits in member banks of “‘reserve funds.”’ 
These reserve funds may be used either to increase member 
bank reserves or to pay off rediscounts. Similarly, outflows 
of gold, increase in money in circulation, and open-market 
sales by the reserve banks result for the most part in a direct 
loss of demand deposits and of reserve funds by member 
banks. These reserve funds may either come out of member 
bank reserves or be obtained by rediscounting at the reserve 
banks. An increase in member bank reserves plus the amount 
of reduction in bills discounted, or less the amount of increase 
in bills discounted, should measure approximately the amount 
of new deposits arising directly from the inflow of reserve 
funds in member banks. A decrease in member bank reserves 
plus the amount of the increase in bills discounted, or less the 
amount of the reduction in bills discounted, should measure 
approximately the direct loss of deposits. 

It must be pointed out that this is only an approximate 
measure. It omits changes in vault cash for which figures 
are available for call dates only; a certain proportion of the 
direct gain or loss of deposits takes place at non-member 
banks; some of the reserve funds may be initially deposited 
or withdrawn from time deposits. In view of the fact that 
holdings of vault cash changed very little in the period under 
investigation and that member banks hold over two-thirds 
of demand deposits, it does not appear that corrections for 
changes in vault cash or for deposits in non-member banks 
would be of large magnitude. That time deposits increased 
steadily up to June 1928 and remained stationary thereafter 
to the end of 1929 would seem to indicate that they were not 
affected to any great extent by inflows or outflows of reserve 
funds. It would appear, therefore, that changes in bills dis- 
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counted, adjusted for changes in member bank reserves, 
should be a good index of the direct changes in net demand 
deposits arising from deposits and withdrawals of reserve 
funds in member banks. A series depicting such changes is 
presented in Chart VII, along with a series of changes in net 
demand deposits, uncorrected for seasonal variations.” 

If the movements in net demand deposits were explainable 
merely by the direct gain or loss of deposits arising from 
deposits and withdrawals of reserve funds in member banks, 
the two series should correspond exactly. The chart shows 
quite clearly that changes in net demand deposits cannot be 
explained in this way. They can only be explained by refer- 
ence to multiple expansions and contractions of deposits 
arising from net changes in member banks’ reserves. 

The real problem remains: how to explain the nature of 
the forces affecting member bank reserves. The explanation 
suggested in this paper runs in terms of the extent and char- 
acter of member bank indebtedness in conjunction with the 
desire of member banks, on other than immediate pecuniary 
motives, to be free of indebtedness. We have not as yet, 
however, examined closely into the pecuniary aspect of the 
problem. It is now proposed, therefore, to consider that 
aspect, as it appears in the connection between member bank 
reserves and hence of deposits on one hand, and the redis- 
count rate on the other. 

In the period under investigation expansion of deposits 
has normally accompanied a fall in the rediscount rate, and 
a contraction a rise. The mere fact of correlation, of course, 
does not establish a causal relation. Establishing causal 
relations is the task of theoretical analysis; the important 
question is the nature of the connection between deposits 
and the rediscount rate. The traditional theory runs in 
terms of the profitability or unprofitability of borrowing from 
the central bank. If the rediscount rate is lower than the rate 

7. The series are not presented for 1931 because the loss of deposits 
from bank failures became important in that year. Allowance could 


not be made for these changes in deposits, as the available statistics 
on failed banks do not distinguish between time and demand deposits. 
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at which banks can lend, an increase in borrowings and a 
multiple expansion of deposits might be expected. If, on the 
other hand, the rediscount rate is higher than the rate at 
which tanks can lend, a decline in borrowings and a multiple 
contraction of deposits might be anticipated. Available data 
do not appear to be in accord with this theory. 

It is, in the first place, not difficult to show that the great 
bulk of borrowing of member banks can be directly attributed 
to the inflow and outflow of reserve funds (gold, cash and 
reserve funds).* Borrowings that resulted in a net increase 
of member bank reserves, or repayments that resulted in a 
net decrease, have not played a prominent réle in the Federal 
Reserve System. It is difficult to explain, in terms of profit- 
ability, even those changes in borrowings which have resulted 
directly from changes in the level of member bank reserves. 
Member banks suffered a loss of reserve funds in 1923, 1925, 
1928, and 1931. They borrowed just about sufficient to make 
up the loss in 1923 and 1925; in 1928 and 1931 less was bor- 
rowed than was lost, the difference being made up by a 
decline in member bank reserves. Member banks gained 
reserve funds in 1922, 1924, 1927, and 1930, and in all cases 
except the last not all of the gain was used to repay borrow- 
ings, part being used to increase member bank reserves. Was 
borrowing unprofitable in the first group of years when mem- 
ber bank reserves were stationary or declining and profitable 
in the second group when they were increasing? From the 
point of view of the relation of the rediscount rate to the rate 
in the largest and most elastic money market, the call money 
market, the very reverse appears to be true.® It was pre- 
cisely at those times when the call rates were most in excess 
of the rediscount rate that member bank reserves either 
declined or ceased to grow.’ In view of the large number of 
member banks and the great diversity in the composition of 
their assets, it is doubtful if much can be gained by a more 

8. Annual Report of the Federal Reserve Bank, 1930, pp. 32-34. 

9. Ibid. p. 80. 

1. Except in 1931 when reserves declined and the call loan rate 


went below the rediscount rate. At the close of 1931, loans to brokers 
amounted to only 1.5 per cent of total loans and investments. 
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detailed study of the rediscount rate in relation to all other 
rates. It can be shown that the bulk of loans and investments 
have continuously yielded more than the cost of borrowing. 
Those loans which have normally yielded less, acceptances 
and treasury certificates, have constituted only a small pro- 
portion of total bank assets. If the main consideration deter- 
mining member banks’ borrowing policy were immediate 
profit, it seems evident that borrowings would have expanded 
continuously in the past ten years. As we have seen, the bulk 
of the borrowings is explainable on other grounds and even 
those changes in rediscounts that have resulted from net 
changes in member bank reserves appear to move contrary 
to what might be expected on grounds of profitability. 

The argument may now be summarized. There are numer- 
ous references in official and non-official sources to what is 
generally called a “tradition” that recourse to the central 
bank should be had for temporary needs only. If this ‘‘tra- 
dition’”’ were very strong, we should expect an increase in 
deposits only when member banks are out of debt, and a 
decrease when they are heavily in debt. The available sta- 
tistics agree fairly well with this theory. The absence of an 
absolutely invariable and uniform relation between indebted- 
ness and deposits can be reasonably explained in terms of 
the varying sensitivity to indebtedness of different classes 
of banks and at different stages of a business cycle. All this, 
of course, is not proof. It does, however, establish a presump- 
tion that the most important single factor determining the 
movement of net demand deposits is the extent and character 
of member bank indebtedness. The presumption is strength- 
ened when it is shown that the available data appear to be 
irreconcilable with other possible explanations of the move- 
ments of net demand deposits. 


Some implications from the foregoing may be considered. 
It would appear that the reserve administration does not 
properly gauge the significance of the desire of member banks 
to be out of debt to the reserve banks. Thus Mr. A. C. Miller 
of the Federal Reserve Board believes that the experience 
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of 1928-29 shows that the mere desire of member banks to 
reduce heavy indebtedness is of slight importance as a factor 
bearing upon the problem of central bank control.? Whether 
a factor can be considered important depends, of course, on 
the object desired. It appears that the increase in member 
bank indebtedness in conjunction with the desire to keep 
down indebtedness was responsible for the contraction of 
demand deposits in 1928, in the face of increased demands 
for loans. The result was a rise in interest rates to abnormal 
heights. Whether any central bank instrument of control is 
capable of achieving more is a moot question. It is, again, 
highly questionable whether the reserve administration 
desired a contraction of deposits in the winter of 1931-32. 
And yet a policy that resulted in a continuously high level 
of rediscounts,’ according to the theory of this paper, directly 
contributed to that end. It is suggested, therefore, that more 
consideration should be given by the reserve administration 
to the extent of member bank indebtedness as a factor affect- 
ing the movements of net demand deposits. No general rule, 
it is true, can be laid down as to the precise effect of a given 
amount of indebtedness, since this varies with the type of 
banks contracting the bulk of the indebtedness and with the 
different phases of cyclical fluctuations in business. Never- 
theless, the volume and direction of movement of member 
bank indebtedness, properly interpreted in the light of these 
conditions, provides a fairly secure basis for forecasting the 
immediate future course of net demand deposits. 

This discussion has a direct bearing on the vexed question 
as to the relative importance of rediscount rate changes and 
open-market operations as instruments of policy. In so far as 
open-market operations (in bills as well as securities) affect 
the volume of member bank indebtedness, it follows from the 
preceding exposition that they are more effective than are 
changes in the rediscount rate. This is not to say that redis- 
count rate changes are without significance. It is doubtful 

2. Senate Hearings on S. R. 71, 1931, p. 156. 


3. Some $700,000,000 of bills were allowed to mature without being 
replaced. 
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if many banks would actually borrow in order to lend at a 
lower rate to their customers; a sufficiently high rediscount 
rate would undoubtedly lead to contraction. Since, however, 
most banks could have rediscounted at a profit during the 
whole period under investigation, we are justified in consid- 
ering rediscount rate changes as one only among the factors 
determining the attitude of member banks toward borrowing. 
It has often been said that open-market operations ‘ back 
up” rediscount rate changes. It would seem more correct 
to say that rediscount rate changes ‘‘ back up”’ open-market 
operations.‘ 

A further aspect of central banking theory may be touched 
on. A widening of the eligibility rules for discounted paper to 
permit expansion has long been advocated. While this pro- 
posal has been opposed by those who fear it would lead to 
inflation, the change has recently been permitted (by the 
Glass-Steagall Act) for the period of a year. It is difficult 
to estimate what effect this measure will have in a very 
abnormal period, but the general conclusion to which the pre- 
ceding pages seem to point is that normally the volume of 
paper eligible for rediscounting® is relatively unimportant. 
In other words, neither the hopes nor the fears entertained 
concerning the proposal are likely to be realized. Except in 
the case of those banks which have already disposed of all 
their marketable assets and are in danger of failing, lack of 
eligible paper can be but a very minor limitation on borrow- 
ing. In the main, the limitations are the factors that make 
continuous indebtedness repugnant to member banks, and 
there appears to be no early prospect that these will be les- 
sened. 

The preceding discussion also has a direct bearing on the 
question of the secular growth of deposits. Member bank 
deposits are limited by member bank reserves. These reserves 
can be increased by an infiow of gold or of cash from circula- 

4. This is in accordance with Mr. Riefler’s findings that changes in 
ee rates of interest normally precede rediscount rate changes. 

*. Eligibility as collateral against Federal Reserve notes is an entirely 
different matter. 
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tion, or by purchase of bills and securities on the part of the 
reserve banks. As long, however, as the repugnance to bor- 
rowing exists, the initiative toward increasing the reserves of 
member banks can not be expected to come through their 
gradually increasing indebtedness to the reserve banks, i. e., 
borrowing reserves. If the inflow of gold or of cash proves 
to be insufficient, and it is desired to permit expansion on 
the basis of our surplus gold, the initiative must be taken by 
the reserve banks themselves, through increased purchases 
of bills and securities. 


LAUCHLIN CURRIE. 


HarvarRpD UNIVERSITY. 











THE MEANING OF RATIONALIZATION: 
AN ANALYSIS OF THE LITERATURE 


Scarcely any term, concept, program, or objective — which- 
ever it may be considered — introduced into scientific and 
quasi-scientific economic literature, has occasioned more dis- 
cussion and dispute than “rationalization.”” Germanic in 
origin (Rationalisierung), it arose as an expression to cover 
the process of “rationing” production in the over-expanded 
heavy industries at the beginning of the reconstruction fol- 
lowing the inflation and the Ruhr invasion.'! In the course of 
time it came, first, to describe the process of reorganization 
itself, and then to be attached more or less at random to 
any and every technique, program, or plan of organization 
which promised to promote the technical or commercial 
“efficiency”’ of individual enterprises, entire industries, or 
even the total of economic processes nationally or inter- 
nationally considered. 

At the outset it becomes of moment to ascertain whether 
the underlying concept is sufficiently new and solid to merit 
independent study as a subject in its own right. The sheer 
volume of literature which has appeared on the matter in 
every European language during the past decade? — much of 
it from the pens of economists of high professional standing 
such as Professors Bonn, Sombart, Gottl-Ottlillienfeld, Her- 
bert von Beckerath, Hirsch — will not permit “rationaliza- 
tion” to be dismissed, however convenient it may be, as a 
mere catch-word, tho many writers, particularly the German, 
have been wont to do so more recently. Careful examination 
of the relevant literature will show that while there is a meas- 
ure of agreement over the content of “rationalization” as an 
industrial program, particularly in its more purely technolog- 
ical features, there is considerable difference of opinion both 
as to the scope of the ““movement” and as to emphasis. A 


1. At least this is Meakin’s account of the origin of the term in its 
industrial usage. Meakin, The New Industrial Revolution, London, 
1928, p. 17. 
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summary of these opinions may aid one to come to a some- 
what better understanding of the terminological, descriptive, 
and conceptual issues. I have classified them as well as may 
be, under the numbered heads in what follows. 

I. The most commonly entertained conception of “ration- 
alization’’ identifies it directly with all those efforts and pro- 
grams within and between separate industrial and business 
undertakings which make for the elimination of ‘‘ waste” in 
the general sense understood by the American Engineering 
Council in its report on ‘Waste in Industry,” published in 
1926. Thus the Committee on Industry of the World Eco- 
nomic Conference, held in Geneva in 1927, stated in its Final 
Report that it understood by rationalization, ‘‘. . . the meth- 
ods of technique and of organization designed to secure the 
minimum waste of either effort or material. It includes 
the scientific organization of labor, standardization both of 
material and of products, simplification of processes and 
improvements in the system of transport and marketing.” 

Similarly the German central rationalization bureau, the 
Reichskuratorium fiir Wirtschaftlichkeit (abbreviated RKW), 
defines the expression in terms of general industrial and eco- 
nomic efficiency. “Rationalization is the adoption and em- 
ployment of all the means of increasing efficiency which are 
furnished by technical science and systematic organization. 
Its aim is to raise the general level of prosperity by cheaper, 
more plentiful and better quality goods.”* This view is to 
be found in a somewhat more expanded form in the first few 
pages of the voluminous Handbuch which the RKW has 
issued in order that layman and technician alike may be pre- 
sented with a complete cross-section and orderly arrangement 
of the subject matter of the rationalization movement.® It is 
here stated that, “‘In any economic epoch, but more particu- 

2. See, for example, the “Literaturverzeichnis” in the Handbuch der 
Rationalisierung, zweite Auflage, Berlin, 1930, pp. 1126-1184. 

Final Report of the World Economic Conference, Geneva, 1927, 
, 4. Reichskuratorium fiir Wirtschaftlichkeit (Selbstverlag), Berlin, 


1927, p. 3. 
5. Op. cit., pp. 3-4. 
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larly since the development of the capitalist system, rational- 
ization assumes three forms: technical, commercial, and 
politico-economic.”” Under the first form are to be subsumed 
all those “measures calculated to improve a working process”’ 
of a purely technical character, such as flow-work, use of 
card-index systems, packing devices, better conditions of 
labor, mechanization, etc., which are, on the whole, confined 
to comparatively small areas. Under the second form are to 
be found all those measures, closely related to the technical 
operations of industrial or business processes, of an organiza- 
tional character looking towards the internal coérdination of 
business and scientific organization of systems of manage- 
ment. This form, whose emphasis is implicitly placed upon 
the profitableness of the enterprise, may involve agreements, 
fusions, combinations both vertical and horizontal, cartel- 
lization measures, and other developments of a more strictly 
business nature. The third form concerns the matter of 
policy, which is declared to be that of forwarding national 
prosperity by way of bringing the well-being of society and 
the striving of entrepreneurs after profits into conformity one 
with another.’ 

6. It is worth while noting, however, that the RKW very care- 
fully omits this second feature in all its discussions and activities, par- 
ticularly where the organization forms mentioned above are concerned. 

7. Thus a well-known writer on the subject summarizes: ‘So 
bedeutet also die Rationalisierung im richtigen Geiste durchgefiihrte, 
eine Erhéhung des Nutzeffektes der privaten und éffentlichen Unter- 
nehmungen, eine erhéhte Ubersichtlichkeit, Kontrolle und Aufschluss- 
bereitschaft itiber alle Betriebs- und Marktvorgiinge, eine bessere 
Ausbeute aller Arbeitsverfahren, eine harmonisches Zusammenarbeiten 
zwischen Angestellten und Leitern und eine Hebung der Berufsfreude 
und des Verantwortungsbewusstseins aller am Arbeitsprozess Beteilig- 
ten. Diese Vorteile miissen sich auch zum Wohle der Gesamtwirtschaft 
auswirken und die Not und den Druck der Gegenwart iiberwinden 
helfen.”” Dr. Wilhelm Kalveram, Rationalisierung der Kaufmiinnischen 
Betriebsorganisation, in Strukturwandlungen der Deutschen Volkswirt- 
schaft, Berlin, 1928, p. 277. Similarly Dr. Mehmke in the Stuttgarter 
Neues Tagblatt argues ‘‘that we can only describe as rational what is 
in the interest not only of the individual, but also of the nation and of 
humanity. In other words, rationalization is one of the problems of 
humanity. ...” Quoted in the Bulletin of the International Manage- 
ment Institute, Vol. III, March 1929, p. 44. 
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II. Another view, closely related to that of the RKW, 
identifies rationalization directly with all those inner and 
outer transformations which influence favorably the balance 
sheet of the business enterprise. This notion, which is per- 
haps more commonly held among German business leaders 
than any other, is in keeping with classical theory in that it 
holds profits to be a fair index of efficiency (“rationality’’) 
of a business, and at the same time a fit measure of the worth 
of the enterprise to the community. Thus the effect upon the 
well-being of the community of any process of reorganization 
can be neglected as a separate factor so long as the profits 
index operates under the pressure of competitive forces. But 
whether this latter condition exists or not, increased profits is 
what the business man expects from the process of rational- 
ization. As a Ruhr mine owner expressed it, rationalization 
“aims solely at the increase of productivity and profitability 
by the reduction of working costs, with prices remaining at 
the same level, or actually falling.’’® 

Gerhardt has stated the case somewhat more fully. “Pro- 
duction takes place in (capitalistically) owned factories. The 
factory is the material-technical foundation of the business 
enterprise; in it are assembled the various specific productive 
factors for the purpose of manufacturing goods in the most 
rational fashion. This productive purpose is subservient to 
the business objective of achieving the maximum profit. 
Hence the productive processes in the factory must be so 
organized as to reduce to the minimum all expenditures fea- 
tured in the cost of the individual commodity, while at the 
same time constructing a good which meets with the require- 
ments of demand. The productive processes in the factory 
must be organized, having due regard to the configuration 
of demand, to lower costs, and all rationalization consists 
singly and solely in the elimination of costs, in the steady 
narrowing of the ‘specific expenditure’? upon the individual 

8. Quoted by Meakin, op. cit., p. 16. 
9. This expression is quoted from Friedrich v. Gottl-Ottlillienfeld, a 
writer whose works on rationalization have been widely read and 


admired in Germany, and whose professional standing has given the 
subject much of the academic status which it now enjoys. A good 
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product.’’ Hence, ‘‘the immediate purpose of rationalization 
...in a competitive economy is not to increase the produc- 
tion of goods, to produce them cheaper and to better their 
quality, but to increase profits.’’! 

It is worth while noting, in this connection, that while 
business men interested in rationalization processes com- 
monly endorse this view, there are not lacking exponents 
among them for the argument that the business man’s réle 
in industrial and economic development is fundamentally 
that of irustee for the community.’ If profits achieved, 
according to this position, fail to correlate with net demon- 
strable advantage to the community, then their realization 
has leveled a significant indictment against the configuration 
of events out of which they arose. Huddleston has been 


statement of his rather abstract, and at times attenuated, theory is 
to be found in a brochure of the RKW, entitled ‘Vom Sinn der 
Rationalisierung,” Jena, 1929. 

1. J. Gerhardt, Rationalisierung, in Handworterbuch der Staatswis- 
senschaften, Vierte Auflage, Erginzungsband, p. 709. Holzer is perhaps 
even more emphatic. ‘‘Der Zweck jedes Unternehmens der Privatin- 
dustrie ist der Gewinn, und jede Aktion, die unternommen wird, und 
jeder Fortschritt, den das Unternehmen machen will, hat nur den Zweck, 
den Gewinn zu erhalten oder zu vergréssern. Wenn auch hier und da 
sozialle und ethische Erwigungen, Griinde fur irgend eine Handlung 
oder Unterlassung sind, so treten diese fast ganz in den Hintergrund 
...einzig und allein...Dividende zu vergréssern darf der Zweck 
jeder grésseren Massnahme sein und darum selbstverstiandlich auch die 
Inangriffnahme der Rationalisierung eines Unternehmens.” R. v. 
Holzer, Systematische Fabrikrationalisierung, Berlin, 1928, p. 1. This 
notion seems to dominate Mr. Vaso Trivanovitch in his recent work, 
“Rationalization of German Industry,” a publication of the National 
Industrial Conference Board, New York, 1931. 

2. Fourgeaud, commenting on the habit of imputing a socially bene- 
ficial character to the entrepreneur’s drive after profits, finds it perfectly 
natural that enthusiasm for rationalization should originate in those 
countries of a predominantly Protestant persuasion (United States and 
Germany). Under capitalism, he urges, the notion of social duty is 
united with that of the providential function of the entrepreneur, who 
believes that, “‘c’est la Providence qui a mis le chef d’industrie 4 la 
place qu’il occupe, et son réle ne doit pas étre d’amasser des profits 
scandaleux; il est 14 pour satisfaire, dans la limite des moyens dont il 
dispose, l’intérét général de la société et l’intérét particulier du consom- 
mateur et pour faire profiter la collectivité des richesses que la Provi- 
dence a placées sous sa puissance.’’ Andre Fourgeaud, La Rationalisa- 
tion Etats-Unis-Allemagne, Paris, 1929, p. 28. 




















MEANING OF RATIONALIZATION 531 


favorably quoted in Europe for agreeing with Garet Garrett, 
“that the rationalization of industry is only possible if the 
worker shares in prosperity, and prosperity can only be 
defined as the highest standard, at a given moment, of com- 
mon living — not as accumulated capital or as imposing 
dividends.’ Walther Rathenau, sometimes called the ‘father 
of rationalization,” doubted whether it were possible for 
capitalistic civilization to survive unless the profit motive 
was leavened by the entrepreneurial duty of trusteeship.* 

III. Rationalization is sometimes associated primarily 
with coérdination and integration within particular industries, 
usually looking toward the establishment of a complete or 
partial monopoly, but sometimes merely toward the estab- 
lishment of price-fixing policies. Thus Sir Josiah Stamp, 
referring to the Armstrong-Vickers fusion, writes: “It does 
indicate, however, a different kind of amalgamation, viz., the 
separation of those which are functionally different, and the 
joining, or rationalisation, of those that are really most alike 
in their activities.”® The Report of the Liberal Party com- 
plains that ‘‘An immense amount of time, of thought and 
ability is devoted to increasing the efficiency of the individual 
concern — very little to the rationalisation of industry.” 
While some emphasis is placed upon the development of 
“standard costing systems” and the “standardisation and 
simplification of types,’’ primary emphasis is laid upon “ The 

3. Sisley Huddleston, America’s New Industrial Doctrines, Bulletin 
of the International Management Institute, op. cit., March 1930, p. 45. 
Similar doctrines have become familiar to Americans in the writings of 
numerous business leaders, e.g. Ford, Daniel Willard, J. D. Rockefeller, 
Jr., Dennison, Filene, Hoover. 

4. “Ts not this stupendous mechanism (the existing economic order) 
driven by greed and competition, by intellect and scheming? What will 
happen if the driving forces slacken? — Although it be true that these 
forces have propelled the world they have not been truly creative. .. . 
Property, consumption, and demand are not private matters. The first 
step towards the kingdom of the future is the realization that industry 
is everybody’s affair.” Ibid., May 1930, pp. 110-111. (Quoted in Kess- 
ler, Walther Rathenau: His Life and Work, London, 1929.) Compare, 
Walther Rathenau, The New Society, New York, 1921. 

5. Cited by Meakin, op. cit., p. 16. 
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Organization of Industries as a Whole.’ In a similar vein, 
A. P. Young holds rationalization to be ‘‘a process of merging 
in which industries giving the same class of service are 
brought into very close and intimate association, objective 
to improving the efficiency of that service by the elimination 
of waste at all stages of the industrial processes.’’’ 

IV. Hobson’ and others hold rationalization to be cotermi- 
nous with the general progress of technical development, 
resulting in a great increase in the productive capacity of 
the available industrial equipment during recent years. Gottl- 
Ottlillienfeld finds rationalization to be new only as a catch- 
phrase (Schlagwort),® while the German trade-unionist leader, 
Eggert, believes it to be merely the “practical application of 
technical achievement and organizational knowledge to the 
labor process. We recognize immediately,’’ he argues, “that 
there is nothing fundamentally new in the concept of rational- 
ization. Since men first accustomed themselves to construct 
their productive equipment with deliberate intent, they have 
striven towards discovery of new and better methods of work, 
towards their steady perfection, and towards a higher state 
of planned coérdination in the economic world. This ambi- 
tion of the human species to contrive instruments, equipment, 
and machines, to search into the secrets of nature, and to 
gather together and control natural energy in the service of 
economic progress, is to be found as a more or less powerful 
drive in every historical epoch.’’! 

6. Britain’s Industrial Future, being the Report of the Liberal Indus- 
trial Inquiry, London, 1928, pp. 128-130. 

7. A. P. Young, Rationalization of Industry, A Lecture delivered to 
the Rugby Engineering Society, October 16, 1929. Trivanovitch holds 
that, ‘“‘The aim of rationalization is to eliminate that competition which 
results from faulty judgment of individual producers, from their mis- 
calculation of the market, and to coérdinate the efforts, first, of indi- 
vidual enterprises within an industry; second, of the different industries 
within a country; and third, of the competing industries in two or more 
countries.” Op. cit., pp. 6-7. 

8. J. A. Hobson, Rationalisation and Unemployment, New York, 
1929. 

9. Op. cit., p. 1. 


1. Quoted by Elisabeth Schalldach, Rationalisierungsmassnahmen 
der Nachinflationszeit im Urteil der deutschen freien Gewerkschaften, 
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According to Hobson this effort has come to possess a social 
and political directional bent as well as a technical. The end 
result of the process is an approximation to the notion of an 
organization and control of all industry in the interests of 
society as a whole, with the broad implication that this trend 
of events will compel a fundamental alteration in the struc- 
ture, if not the elimination, of the capitalistic system. Others 
identify rationalization with general technical progress while 
insisting that the success of the various technical and struc- 
tural changes subsumed under that rubric will be conditioned 
by the extent to which they take place without altering sub- 
stantially the main outlines of the status quo. 

V. Another group of writers concerns itself with the meth- 
odological and epistemological implications of rationalization, 
conceived as the final industrial and economic triumph of 
science, conscious effort, reason, and creative striving, in the 
will to overcome the ordinary temporal and spacial limitations 
on the range and quality of human endeavor imposed on the 
species by its original subjection to the raw caprice of nature. 
“Rationalization,” writes Professor Bonn, “‘is the opposite of 
instinctive action. It means the regulation of human activi- 
ties from the point of view of pure expediency, and excludes 
sentimental considerations on the one hand, and habit and 
custom on the other.’ In a similar vein, Urwick argues that 
‘‘Rationalisation may be defined either as an attitude or as 
Jena, 1930, p. 17. Miiller believes rationalization to be merely the 
application of empirical methods to technical processes in the struggle 
to organize production and distribution so that the maximum output 
shall be the result of a given energy input. Thisis the ‘new rationalism,”’ 
as contrasted to the old (seventeenth-nineteenth centuries) which con- 
cerned primarily matters of personal, social, and economic freedom and 
equality. Wesen und Grenzen der Rationalisierung, Offenbach a. M., 
1930, pp. 1-4. 

2. W. J. Bonn, Technische und wirtschaftliche Rationalisierung, in 
“Die Bedeutung der Rationalisierung fiir das Deutsche Wirtschafts- 
leben,”’ published by the Berlin Chamber of Industry and Trade, Berlin, 
1928, pp. 13-14. Compare Gottl-Ottlillienfeld, op. cit., and Car] Schiffer, 
Die dkonomische und sozialpolitische Bedeutung der industriellen 
Rationalisierungsbestrebungen, Karlsruhe, 1928. There are many 
ecstatic versions of this same formulation. See, e.g., Alfons Steinrotter, 
Ein neues Zeitalter auf dem Weg der Rationalisierung? Miinster- 
Westf., 1930. 
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a process. As an attitude it records the belief that a more 
rational control of world economic life through the applica- 
tion of scientific method is possible and desirable. As a 
process it implies the application of the methods of science to 
all problems arising in the organization and conduct of pro- 
duction, distribution, and consumption.’ 

In a somewhat less happy frame of mind, Sombart finds 
rationalization to consist of an intellectualization of all indus- 
trial and commercial processes. ‘ Rationalization is in thor- 
ough keeping with the trend of modern times; in it we have 
one of the most significant series of developments and tend- 
encies of modern history. It is not necessary (in this connec- 
tion) to point out that this rationalization trend is everywhere 
observable. It extends from the reaches of philosophy to the 
subject of shoe-blacking; in the most general and significant 
sense of the word, it is coterminous with Intellectualization. 
A German term has been fitly used to characterize this 
process, Entzauberung der Welt (world disenchantment, dis- 
illusionment, secularization, ‘sobering’). The great process of 
rationalization, in the midst of which we stand at the present 
time, is synonymous with this trend towards Entzauberung 
der Welt.’ In another context he refers to rationalization as 
the process of giving purposive direction to all thinking, act- 
ing, and industrially useful technical effort after due reflection 
upon the comparative advantages to be derived from the 
various alternatives that lie at hand. 


3. L. Urwick, The Meaning of Rationalisation, London, 1929, 
p. 27. 

4. W. Sombart, Die Rationalisierung in der Wirtschaft, Diisseldorf, 
1927, p. 11. This movement, Sombart believes, finds its historically 
significant origin in the rise of capitalism. See Das Wirtschaftsleben im 
Zeitalter des Hochkapitalismus, pp. 594-940 in particular. Compare, 
Max Weber, General Economic History, New York, 1927. On p. 354 
Weber summarizes: ‘In the last resort the factor which produced capi- 
talism is the rational permanent enterprise, rational accounting, rational 
technology and rational law, but again not these alone. Necessary 
complementary factors were the rational spirit, the rationalization of 
the conduct of life in general, and a rationalistic economic ethic.” 
These gave rise to, and opened the way finally for the unrestricted 
exercise of the powers of ‘the free roving intelligence.” 

5. Der Moderne! Kapitalismus, Bd. III, i, 1927. Economic pur- 
posiveness — the teleological impulse to construe all phenomena in 
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In conformity with Sombart’s notion of the decisive réle of 
objectives in the concept of rationalization, but otherwise at 
considerable variance with the usual definitions, H. S. 
Persons submits that it should be understood as, “...a 
doctrine of industrial economy, involving socially-controlled 
integration and coérdination of industries self-governed in 
detail management, without any implications of the technique 
of organization and management of the industries rational- 
ized.’”’ Rationalization can thus be kept distinct from Scien- 
tific Management, which he defines as “. . . .a technique of 
organization and management of an enterprise, a group of 
enterprises, an integrated industry, or all industry for the 
accomplishment of common purpose with a minimum expend- 
iture of energies, a minimum of disutilities, and a maximum of 
human welfare.’”’ Thus, “in other words, rationalization 
should be conceived as connoting one goal of industrial 
economy ; Scientific Management as a means to whatever goal 
of industrial economy. ’’6 

VI. Not infrequently left-wing writers, viewing the argu- 
ments of business leaders sketched above under (II), hold that 
rationalization is merely coterminous with capitalistic 
exploitation of the workers. Thus a writer in the Communist 
Labour Monthly asserts that the “phenomenon itself is of 
ancient lineage. Rationalization in its broader sense means 
a redistribution of the total profits of capitalist society in 
favour of those sections carrying out the process of rational- 
ization. Rationalization in its narrower sense means an 
increase in the rate of surplus value, and a decrease in the 
workers’ share of the product.”’ Another writer believes 
rationalization to be, “. . . only a wholesale attempt by the 
capitalists to force all producers and consumers into a state 
terms of problems to be solved by the use of “rational,” “objective’’ 
and “scientific” criteria — is, according to both Sombart and Weber, 
distinctly western, urban, and cosmopolitan. Compare, Spengler, Unter- 
gang des Abendlandes, Berlin, 1922, Bd. II, Chap. IV. 

6. H. 8. Persons, Rationalization and Scientific Management, meet- 
ing of the New York Metropolitan Section of the Taylor Society, October 


9, 1930 (unpublished). 
7. Quoted by Meakin, op. cit., p. 14. 
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of economic subservience, in order to be able to profit, at an 
ever-mounting rate, at their expense.”” And again, ‘‘ration- 
alization is the systematically and deliberately forced compe- 
tition between machines, made out of flesh and blood, and 
machines made out of steel and iron, in order that the cumu- 
lating return will fall singly and solely into the lap of the 
entrepreneur. ”’® 

It should be noted, however, that while from the labor 
point of view, as Suhr points out, “much appears to be the 
product of rationalization which is in reality grounded in the 
capitalistic system, ’’® labor has in general been very favorably 
disposed to all rationalization measures which do not in their 
long-term incidence damage the status of the working popu- 
lation.! Excepting the profits drive per se, there is scarcely 
any technological or structural change ordinarily subsumed 
under the rubric rationalization which has not already found 
enthusiastic support in Soviet Russia. 

VII. There remains to be mentioned the somewhat more 
inclusive definition of Ermanski and others, who believe that 
all rationalization programs are either ‘rational’ or “irra- 
tional” according as they conform, or fail to conform with 
the principle of the “optimum.” This principle can be 
expressed by Ermanski’s simple formula: 

R 

E7™ 
where R is the result of energy expenditure, or work; E is the 
energy expended, and m is the ratio which expresses the 
efficiency with which E, expressed as a ratio to R, has been 
given out.” 

Rationalization then consists of the rigorous application of 
this principle to every phase and aspect of industrial and 

8. Quoted by Hirsch, op. cit., p. 53. 

9. Otto Suhr, Das Reichskuratorium fiir Wirtschaftlichkeit, Die 
Arbeit, 7 Heft, Juli 1930, pp. 454-464. This article contains a rather 
spirited attack on the RKW. Compare the German Communist state- 
ment in Rationalisierung und Wirtschaftskrise, Berlin, 1930, pp. 5-8. 

1. Compare Schalldach, op. cit., and Fritz Tarnow, Warum Arm 
Sein? Berlin, 1928. 

2. J. Ermanski, Theorie und Praxis der Rationalisierung, Berlin, 
1928. 
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commercial processes. Out of every bit of material introduced 
into the technical process, out of every unit of energy, mechan- 
ical or human, used to fashion and shape these materials, out 
of every idea, principle, organizational device, special ability, 
out of all the wealth of creative power stored in the human 
equation shall be extracted the uttermost possible in view of 
the state of science and the technical arts. Ermanski goes to 
great pains to differentiate the principle of the optimum from 
the principle of the maximum. This latter, he maintains, 
fixes attention upon R without giving due heed to E. Obvi- 
ously, the sacrifices involved in achieving the end result may 
be far greater than the value of the result achieved. It may 
happen, however, that it will pay a particular person, or 
group of persons, to exhaust E in the achievement of R, so 
long as they do not have to pay the full value for it. Thus 
an employer may find it advantageous to himself to extract 
the maximum life effort from an employee, by intensive 
speeding up of processes, long before the latter’s normal work- 
ing capacity should have been exhausted. Likewise it may 
pay particular business enterprises to quickly skim the choice 
timber from a forest, dig coal only from the thickest and 
most easily worked seams, extract petroleum from the earth 
in the quickest possible fashion, etc., even tho such policies 
might be accompanied by methods of work which entailed 
colossal wastage of natural resources. Ermanski argues, 
accordingly, that the application of the principle of the maxi- 
mum is characteristic of technical development under a 
capitalistic order, while the principle of the optimum can 
find general adoption only under a socialist economy. 

The principle of the optimum is similar to an engineering 
conception of efficiency which is sometimes given popular 
expression as the “ratio of input to output.” This notion 
may be illustrated as follows: the “ potential” thermal capac- 
ity of a unit of coal of a given grade may be taken as 100 per 
cent. Methods and equipment in current usage for extracting 
and converting this latent heat into energy may operate so 
as to utilize 25 per cent of the theoretical total. Newer 
devices may have been developed capable of raising this 
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percentage to 35 per cent. 100 per cent is then ideal, or the- 
oretical efficiency; 25 per cent is current efficiency; and 35 
per cent is realizable efficiency. The difference between the 
two latter efficiencies, expressed as a percentage with the 
former as base, is then a measure of relative inefficiency, or 
“waste,” incident to failure to employ the new equipment.* 
Technical and scientific progress might heighten efficiency, 
or perhaps, entirely reshape the problem.‘ 

This principle, its engineering proponents hold, is capable 
of the most general application. From the time the scientist 
begins his first experiments on a new process in the laboratory, 
through all the complicated webs of manufacture and dis- 
tribution involved in the preparation and delivery of mater- 
ial and immaterial commodities and services, and down to 
the final stages of consumption and enjoyment of goods 
selected for this purpose, it looks toward a maximum of 
result with agiven material or energy input.’ Miiller has called 
this principle that of the “least means” (Das Prinzip des 
kleinsten Mittels),° in that every emphasis is laid upon the 
saving and conserving of materials, labor, mechanical energy, 
time, thought, and attention involved in the consummation of 
agivenend. Its application usually, tho not in all cases, means 
standardization, mechanization, internal reorganization of 
office and factory, horizontal and vertical integration, the 
construction and maintenance of scientific laboratories, pains- 
taking personnel selection, the introduction of flow work, the 

3. The cost of the transition must, in the long run, be included. This 
cost may at times be insignificant, and then again it may be prohibi- 
tively high. Obsolescence charged against prematurely displaced machin- 
ery and equipment, incidental labor costs, lack of markets for the com- 
modity produced, etc., might temporarily, if not permanently, wholly 
offset the immediate technical advantage of the change. 

4. As, e.g. in the case of new scientific discoveries concerning the 
atomic structure of materials which heighten the theoretical possibilities 
of exploitation. 

5. It should be kept in mind that the principle of the “optimum” 
presumes, in the first instance, considerable emphasis upon the pro- 
longation of the individual human life cycle on the one hand, and the 
conservation of resources and equipment to the maximum consistent 


with “efficient”? methods of exploitation on the other. 
6. Op. cit. pp. 10-12. 
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utilization of new sources of power and methods of power 
transmission, the drafting of new labor agreements, further 
sub-division, specialization and ‘‘functionalization” of the 
labor force, more monotonous labor, and other changes too 
numerous to mention. Always every change, every alterna- 
tive, every device, every proposal shall be tested for con- 
formity in production, distribution, and consumption with the 
principle of the maximum of output from the at-present- 
conceivable minimum of energy and materials input.’ 

In common with its cultural antecedent — the age of the 
Aufklérung — the “rationalization era” has been essentially 
rationalistic, egalitarian, secular, and naively optimistic. Its 
problems have found theoretical formulation at the hands of 
economists, engineers, and scientists who, tho thoroughly 
steeped in the current scientific preconceptions appropriate 
to their respective disciplines, have been forced to grapple 
with its involved technical and organizational issues under the 
stress of the post-war reconstruction period. 

Even more than is generally the case, this reconstruction 
decade has been a transition period. Practical men and 
experts alike have witnessed and participated in an industrial 
movement whose descriptive features are easily outlined, 
and whose technical significance seems perfectly clear and 
unambiguous. There has been surprisingly little dispute on 
the scope and content of rationalization as a technical propo- 
sition, or series of such propositions.*® 

7. It is this feature of rationalization which has impelled Fourgeaud 
to make the comment: ‘‘ Without doubt the movement is associated with 
protestant Puritanism in the United States (and by implication Ger- 
many); it is a sort of protestant economic pragmatism,” op. cit. It is 
likewise in perfect keeping with the rationale of the early prophets of 
capitalism (e.g. Alberti, Benjamin Franklin), whose doctrines Sombart 
has treated under the heading of ‘“‘Holy Economy” in his Quintessence 
of Capitalism. 

8. Descriptively the ‘rationalization movement” may be said to 
include the following technical and commercial features: (1) Scientific 
Research in the fields of the (a) pure and applied (technologically sig- 
nificant) sciences, (b) physiology and psycho-technics, and (c) markets, 
accounting, standards of living, cyclical fluctuations, etc.; (2) Standard- 


ization, simplification and typification of materials, signs and symbols, 
processes, component parts, equipment, products, methods and terms 
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But the theoretical issues have been less clear, and their 
analysis has been complicated by more general problems of 
policy. Throughout the world, but in Europe in particular, 
the post-war years have experienced a general revival of 
modified national mercantilistic policies. Ia Germany, per- 
haps even more than elsewhere, the newer Kameralism® has 
had to cope with the rise of radical legislation, and the steady 
political drift towards the left. These latter become more 
important the greater is the emphasis in rationalization upon 
planned organization and procedure. For, the larger and 
more comprehensive the enforcing plan, and the greater the 
number of people and classes affected by it, the broader and 
more significant become the general issues of social policy 
and the problems of social objectives. And it is precisely at 
this point that we are most completely lacking in rules of 
logic or scientifically ‘objective’ criteria adequate to sup- 
port definitive analysis and theoretically satisfactory sum- 
marization and generalization. Hence the confusion in 
rationalization theory amidst agreement as to fact. 


Rosert A. Brapy 


UNIVERSITY OF CALIFORNIA. 


of delivery, etc.; (3) Scientific Management, including (a) office and 
plant organization and layout, (b) managerial and supervisory systems, 
and (c) personnel selection and training; (4) horizontal and vertical inte- 
gration, ranging from simple amalgamations, communities of interest, 
and cartels to the establishment of national planning commissions. 

9. Allen Kameralisten gemeinsam ist die merkantilistische Staatsauf- 
fassung; sie folgen damit jener politischen Bewegung, deren Ziel dei 
vollkommenste nationale und ékonomische konzentration der produk- 
tiven Krifte eines Landes war.” Kurt Zielenziger, Handwérterbuch 
der Staatswissenschaften, op. cit., Band V, p. 573. This statement of 
objectives, as well as many of the actual programs of action might very 
well characterize the entire rationalization movement. 




















THE END OF THE COOPERATIVE COOPERS 


The long and noteworthy career of the Minneapolis codp- 
erative cooper companies may be said to have closed with the 
final division of the assets of the North Star Barrel Company 
in June, 1931. The end had virtually come before. That com- 
pany had ceased to operate in October, 1929; and the Hen- 
nepin County Barrel Company had ceased operations a few 
months before. Of the numerous coéperative organizations 
which sprang up during the 1870’s and ’80’s with the first 
rapid growth of the milling industry in Minneapolis, only 
seven remained when Mr. Albert Shaw described the move- 
ment in 1886.! Twenty years later, when the present writer 
gave a further account of it,? the number had dwindled to 
three: The Coéperative Barrel Company, organized in 1874; 
the North Star Barrel Company, organized in 1877; and the 
Hennepin County Barrel Company, organized in 1880. In 
1918 the first two companies consolidated, the North Star 
buying the property of the Codéperative and taking in its 
twenty-six members. The combined membership at the time 
was about sixty. For a decade, therefore, only two com- 
panies continued to operate. They continued under condi- 
tions so adverse that the wonder is, not that they finally 
succumbed, but that they persisted so long. 

It seemed in 1905 that the days of the codperatives were 
numbered. The great danger at that time was the introduc- 
tion of a new machine into the industry. In the early days 
barrel making was wholly hand work; even the making of the 
hickory hoops then in use was dull-season work for the cooper. 
Windlassing the flaring staves into barrel shape, forcing 
the heavy iron tress hoops into place, bevelling the ends 
(chamfering) of the staves and making the groove to take 
the head (crozing) — all these processes were performed by 

1. In the Publications of the American Economic Association, vol. i, 
no. 4, and in the Johns Hopkins University Studies Sixth Series, 193-243. 

2. In this Journal, xix, 527-44 (1905). 
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the cooper. But well before the end of the century power 
machines were introduced which gave such speed and preci- 
sion to these processes that the codperatives were compelled 
to install machines for tressing, crozing and chamfering, and 
to hire outside help to operate them. The work of the cooper 
was thus narrowed to fitting the head, adjusting and applying 
the permanent hoops, and finishing off the barrel. About the 
beginning of the present century the boss shops were intro- 
ducing the heading-up and hooping-off machine to perform 
this final process. The codperative coopers, already elderly 
men, were unable to adapt themselves efficiently to machine 
work, and it looked as if their skill must go to the scrap heap. 
That they were able for more than a quarter of a century to 
maintain themselves against machine competition speaks 
well for the vitality of their organizations. They early adopted 
the policy of meeting every cut made by the boss shops and 
were thus able to hold their contracts with the mills. This 
could be done only by reducing wages; but it was their own 
wages they reduced and no labor troubles followed. The 
coopers, mistakenly no doubt, came to think themselves 
invincible in their competition with the machine. And yet it 
seems probable that the very conditions which finally led to 
their dissolution were as a matter of fact a protection against 
machine competition. 

For more than a quarter of a century the slack cooperage 
business has been declining and its decline at Minneapolis has 
been especially marked. The barrel has been in process of 
displacement by other forms of package. Fruits and vege- 
tables are now generally packed in baskets, boxes, or bags; 
and flour has gone from barrels to bags. In 1890, forty-five 
per cent of the fiour at the Minneapolis mills was packed in 
wood requiring 3,124,000 barrels; in 1900, 21.3 per cent was so 
packed, requiring 3,215,000 barrels; in 1905, 18.5 per cent, 
requiring 2,643,000 barrels; in 1910, 9.3 per cent, requiring 
1,440,000 barrels; and in 1917, the last year for which the 
figures are available, 4.3 per cent, requiring 771,500 barrels. 
Since that time the proportion has declined swiftly, and is 




















END OF COOPERATIVE COOPERS 543 


now said to be negligible.* The displacement of the barrel has 
been general the country over, as may be seen by the declin- 
ing production of slack cooperage stock. In 1909, 2,029 mil- 
lion staves were produced; in 1927, the production had fallen 
to 961 million. But at Minneapolis the declining market for 
barrels has been aggravated by the great falling off of flour 
production at that center, from 16.1 million barrels in 1914 
to 10.4 millions for the crop year 1929-30. 

A variety of causes have operated to displace the barrel; 
probably the most potent has been the change in the relative 
cost of barrels and bags. It used to be said that the cost of 
packing flour in wood was about 20 cents per barrel greater 
than packing in bags. In September, 1931, the difference was 
70 cents per barrel— enough to overcome the persistent 
preference for wood based on convenience and long-established 
habit. The strongest of the codéperatives, which during the 
first five years of the century was finding a market for 650,- 
000 barrels a year, could sell but 300,000 by 1919, and after 
that there was a sharp falling off to 35,000 or 40,000 and in 
1927 to 23,000. This loss of trade was in no wise due to the 
competition of the boss-shops. The codperatives had held 
their own as against their direct competitors; but for all alike 
the market for barrels simply melted away. How that compe- 
tition would have ended if the industry had been expanding, 
one may not speak with assurance; but it is highly probable 
that any one of the large integrated concerns like the Illinois 
Cooperage Company could have won the market away from 
the codperatives if it had been worth contending for. It seems 
safe to conclude that the decadent character of the industry, 
which finally compelled the codperatives to close down, had 
since the beginning of the century been a protection to them. 

In spite of adverse conditions, the codperatives retired 
from the industry in good form. This is especially true of the 
North Star Barrel Company. Soon after purchasing the 
property of the Coéperative Barrel Company, it was able to 
sell that property at an advance, and to utilize its own plant 
more fully. The combined membership at that time was 


3. Northwestern Miller Almanac, 1909, 1917. 
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about sixty. During the next ten years the membership 
declined by death and withdrawal to twenty-six. The shares 
of all retiring members were taken up by the company, tho 
in case of withdrawals not always at their full value. In 1929, 
just before the panic, it sold its plant on favorable terms for 
$45,000. After working up the raw material on hand and 
selling the product, the company had $106,000 to divide 
among its members, each receiving $4,080 on the final settle- 
ment in June, 1931. One wonders how many companies 
liquidating that year made so good a showing. 

The Hennepin County Barrel Company did not come off so 
well. Its sales fell from $212,000 in 1920 to less than a quarter 
of that sum during the last few years. It had kept to the 
codéperative principle of paying dividends in proportion to 
wages up to that date, but after 1921 there were only losses to 
share. The company was not able to take up the shares of 
deceased members and withdrawals, and in 1924 gave up its 
coéperative charter and incorporated to avoid the obligation 
of doing so. The business went from bad to worse, and in 
August, 1928, the company ceased to operate. There were 
32 members at that time only one of whom was under 65. 
The shop was dismantled, the machinery and part of the 
buildings were sold. The company still owns land formerly 
estimated to be worth $50,000; but its value is very uncertain, 
fronting as it does on a railway the grade of which is likely to 
be changed to the injury of abutting property, and lying in a 
district all but forsaken by manufacture. 

Thus passes one of the most notable workingmen’s experi- 
ments in producers’ coéperation in the United States. The 
spectacle of craftsmen in groups of from 30 to 100 each at 
different periods, working over a long term of years under 
the direction of officers of their own selection, is all too rare. 
The coopers regard their enterprise as an unqualified, if not 
brilliant, success. Their testimony is that they earned better 
wages, had greater regularity of employment and, above all, 
greater freedom and independence than they could have 
enjoyed in a boss shop. Probably the greatest gain came 
through the effect which ownership of such an enterprise had 
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on the character and habits of the men. Their self-employ- 
ment brought responsibilities which they bore well. They 
learned the lesson of continuing efficient officers. The secre- 
tary who wound up the affairs of the North Star Company at 
the age of 78 had held the office for 38 years. They won and 
always retained the respect of the business community. Their 
credit at the banks was good. They borrowed considerable 
sums on the basis of contracts, to take advantage of cash dis- 
counts and for the purchase of material to work up during 
dull seasons. One weakness in this form of organization is 
apparent: The coéperatives did not find it possible to adapt 
themselves to fundamental changes in the industry. The 
boss shops could turn to other lines as the demand for barrels 
fell off, discharge their coopers and hire the type of labor 
required. But the codéperatives could not do this. It is true 
that the Codperative Barrel Company some time before the 
consolidation in 1918, had begun the manufacture of butter 
tubs and the North Star took over and continued that line; 
it was, in fact, the best paying part of their business during 
their last ten years. But tub making was another trade. It 
enabled the company to utilize its plant but not the skill of 
its members. The parts are small, the technique compara- 
tively simple, and the operations require the nimbleness of 
young men and boys rather than the skill of craftsmen. Prac- 
tically all the work had to be done by hired labor. Obviously 
the process of taking on new lines could not be extended. The 
great purpose of the organization was employment for the 
members. Their skill lay in making barrels of a certain type 
and so far as the company turned to other lines, their occupa- 
tion and the character of their organization were gone. The 
coéperative cooper companies passed away with the prac- 
tical disappearance of the industry which called them into 
existence. 
G. O. Virtue. 


Universiry oF NEBRASKA. 














BANKING AND CURRENCY LEGISLATION, 1932! 


Of the numerous measures which have been proposed for 
modifying our banking and currency system since the debacle 
of 1929, only two will be dealt with in this note: the Recon- 
struction Finance Corporation Act and the Glass-Steagall 
Act. More important than either is the proposed Banking 
Act of 1932, introduced by Senator Glass on January 21. 
This, largely the work of Senators Glass and Bulkley, is the 
result of the lengthy and valuable hearings on Senate Reso- 
lution 71.2 There has been some delay in proceeding with it, 
probably ascribable in part to the urgent conditions in Janu- 
ary and February, but also to the hostility of certain interests 
opposed to some of its provisions. Since it has not yet 
become law, and will probably never be adopted in its last 
published form (S. 4115, March 17, 1932) I shall make only 
brief reference to it in closing. 


1. Several problems raised in this note are treated more fully in a 
forthcoming book on Federal Reserve policy for the preparation of which 
the Harvard University Committee on Economic Research has provided 
financial aid. 

2. S. 3215 (72:1) — “‘A Bill to provide for the safer and more effec- 
tive use of the assets of Federal reserve banks and of national banking 
associations, to regulate interbank control, to prevent the undue diver- 
sion of funds into speculative operations, and for other purposes.” 
S. 4115 (introduced on March 14, 1932) is a modified version of this 
bill. The Senate sub-committee, however, made few concessions to the 
critics of the bill. 

The Banking and Currency Committee on April 21, 1930 reported 
on Senate Resolution 71, (Senate Report No. 493, [71:2]): “The inquiry 
thus authorized and directed is to comprehend specifically the adminis- 
tration of these banking systems with respect to the use of their facilities 
for trading in and carrying speculative securities; the extent of call 
loans to brokers and by member banks for such purposes; the effect on 
the systems of the formation of investment and security trusts; the 
desirability of chain banking; the development of branch banking as a 
part of the national system, together with any related problems which 
the Committee may think it important to investigate.” 

Hearings on Senate Resolution 71 have been published in seven parts. 
The House Banking and Currency Committee has also held hearings 
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THE RECONSTRUCTION FINANCE CoRPORATION AcT 


Late in 1931 the idea of a National Credit Corporation was 
conceived, or at least broached, by President Hoover, as a 
means of pooling the resources of banks and thus mobilizing 
the private banking strength for the purpose of aiding banks 
in distress. Banks in a sound condition were not sympa- 
thetic to the proposal to freeze their assets in order to aid 
banks that were unable to obtain help in any other manner; 
the capital of 500 millions was never subscribed, and appar- 
ently total advances were not much in excess of 10 millions. 
A few denials of applications for aid under this plan were 
adequate to dissuade banks in a precarious condition from 
applying for help lest their applications be refused and their 
fears thus publicly proclaimed.‘ 

The National Credit Corporation was succeeded by the 
Reconstruction Finance Corporation, an institution modeled 
on the War Finance Corporation and designed to render aid 
when the Reserve Banks are unable to help.’ Its capital is 
subscribed by the Treasury, and it is allowed to issue bonds 
and notes in amounts equal to three times its subscribed 
capital. All its obligations are guaranteed by the Treasury. 
It may lend for a period of three years, and loans are renew- 
able up to a total period of five years. The provision that the 
Corporation is to operate for a period of ten years, in spite 
of the fact that no loan may be extended for a period in excess 
of seven years from the date of opening, indicates a realiza- 
(fifteen parts) on Branch, Chain and Group Banking. (House Reso- 
lution 141, [71:2]). 

3. The American Bankers’ Association has expressed its opposition 
in no uncertain terms. (New York Times, February 11, 1932, March 24, 
1932.) There is some justification in several of its criticisms, notably 
that the increase in reserve requirements, the modification of the col- 
lateral requirements and the regulation of investments in securities 
will force contraction. On the other hand, the opposition is largely 
based on the possibility of losses of profitable business. Sound criti- 
cisms emanating from New York bankers are reported in the Times of 
January 23, 1932. 

4. Hearings on S. 1, (72:1), pp. 71, 83-90, 176, 179. 

5. House Report No. 36, (72:1), pp. 2-3. 
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tion of the possibility that it may encounter trouble in liqui- 
dating loans. 

Loans “amply secured’’ may be made to banks and other 
types of financial organizations, and also to insurance com- 
panies and railroads. Undoubtedly the range of the Cor- 
poration’s influence will be determined by its interpretation 
of the limiting phrase. Thus, is the Corporation to accept 
bonds at “normal” or at current values? In the course of 
passage, pressure was brought to bear for an interpretation 
which would make possible advances not ‘‘amply secured.”® 
If we are to deduce any conclusions from the history of the 
War Finance Corporation, losses will be kept down to a 
minimum. In accepting slow but sound assets, the Corpora- 
tion may exercise a wholesome influence; but it is unlikely, 
especially in view of its present personnel, that taxpayers’ 
money will be lost by lending on inadequate security. The 
act provides that loans up to 200 million dollars may be made 
to banks in receivers’ hands. Adequate security will be 
demanded, of course, and such loans, if made on the basis 
of a careful appraisal of assets, are safe; moreover, a bank in 
receiver’s hands is in the liquidating stage and hence loans 
will be repaid within a reasonable period. The Corporation, 
however, had advanced but 2 millions to banks in receivers’ 
hands by the end of March.’ State laws apparently prevent 
the wider use of the facilities of the Corporation by banks in 
the process of liquidation. 


Tue GLAss-STEAGALL Act 


Fear that the Reconstruction Finance Corporation might 
not exercise the desired effect, and the demoralizing mone- 
tary conditions in January, 1932, led, to the introduction of 
the second emergency measure, the Glass-Steagall Bill, two 
weeks after the Reconstruction Finance Corporation Act 
became law. 

The Glass-Steagall Act, unlike the Reconstruction Finance 

6. Evidence of the President of the Metropolitan Life Insurance 


Company, Hearings on S. 1, (72:1), pp. 140-141. 
7. New York Times, April 2, 1932. 























BANKING AND CURRENCY LEGISLATION, 1932 549 





Corporation Act, applies to member banks of the Federal 
Reserve System only. Under certain conditions these may 
borrow from Reserve Banks on their joint guarantee, and 
may borrow on their promissory notes with collateral other 
than that now eligible, under conditions to be determined by 
the Federal Reserve Board and the Reserve Banks. Loans 
so made are to be offered at a rate at least 1 per cent above 
the Bank rate. It is thus made possible to borrow on paper 
not previously eligible for rediscount. Indeed, the Act un- 
doubtedly constitutes a command to reserve authorities to 
relax their regulations, and every member bank is assured 
access to the Reserve Bank if it holds sound assets. The tend- 
ency to broaden eligibility requirements, which has been 
evident from the beginning of reserve history, is once more 
revealed. 

Another important provision in the Act is that for one year 
from its passage the Board may allow the Reserve Banks to 
include securities of the United States Government as col- 
lateral against which notes may be issued. The explanation 
of this provision is that the amount of free gold (that is, gold 
in excess of reserve and collateral requirements), had declined 
to a level considered low in view of the disturbed conditions, 
and the authorities deemed further economies of gold neces- 
sary. It is provided by the Federal Reserve Act (roughly) 
that a reserve of 40 per cent in gold is to be held against notes 
in circulation and of 35 per cent in gold and lawful money 
against deposits; but in addition there is a requirement that 
all notes outstanding be covered by 100 per cent collateral. 
To the extent that the supply of paper eligible for collateral 
is not equivalent to the difference between 100 per cent of 
the notes outstanding and 40 per cent of the notes in circula- 
tion, gold in excess of the amount required to cover reserve 
requirements is tied up as collateral against notes.* The pro- 
vision in the Glass-Steagall Act makes it possible, therefore, 
to put at the free disposal of Reserve Banks approximately 
700-800 millions of gold which, since adequate supplies of 


8. Notes outstanding include all notes issued by the Federal Reserve 
agent to the Reserve Bank; notes in circulation include only the notes 
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eligible paper are not available in the portfolio of the Reserve 
Banks, is held as collateral rather than as reserve.° 

This liberalization no doubt was important at a time when, 
because of hoarding, the volume of notes in the hands of the 
public was approximately one billion dollars in excess of 
normal, and when further losses of gold to France were antic- 
ipated with misgivings. Nevertheless, the provision is of 
limited significance. Gold tied up as collateral would have 
been released in any case when the occasion to use it arose, 
unless the Reserve authorities, by purchasing securities, 
prevented the substitution of eligible paper for gold. The 
point is that member banks would have rediscounted in order 
to obtain additional notes or gold for export, and hence eligi- 
ble paper would have become available and the gold required 
would have been released. Reserve Banks could then sub- 
stitute the newly-acquired paper for gold held against notes 
in excess of the amount required to satisfy reserve require- 
ments, and the export of this gold or the increase of notes in 
circulation would not be reflected in a reduction of the 
amount of free gold. It may be said that the Glass-Steagall 
Act merely makes it possible to release gold at once that 
issued to the agent which are not retained by the issuing Reserve Bank. 
Reserve Banks may increase their supplies of free gold by reducing the 
volume of notes held in their tills, that is, by reducing the volume of 
notes outstanding. 

9. In addition to the reserve and collateral requirements, Reserve 
Banks are required to provide gold for a redemption fund, which 
amounts to 5 per cent of the notes outstanding not covered by gold. 
The most careful and concise discussion of the concept of free gold is 
to be found in the current number of the Bulletin (March, 1932). But 
it should be added that the law provides for reserve and collateral 
requirements for each Reserve Bank and therefore a calculation of the 
amount of free gold arrived at by considering the notes outstanding, 
gold, collateral, of the Reserve System as a whole, is not warranted. 
The proper method is to obtain the figures of free gold for each Reserve 
Bank and to add the totals. One Reserve Bank may hold virtually no 
eligible paper, and therefore most of its gold may be absorbed in satis- 
fying collateral requirements; while another Reserve Bank may have 
eligible paper in excess of the amount required to satisfy its collateral 
requirement; but the latter’s excess is not available to release gold tied 
up as collateral with the former bank. 
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would have been released as and when required under the 
earlier system. Under the terms of the new legislation, the 
supply of free gold may be increased at once to the extent 
that government securities may be substituted for gold held 
as collateral and not required to satisfy reserve requirements. 
Under the earlier conditions, the amount of free gold would 
not have been reduced as additional credit (within limits) 
was extended by the purchase of acceptances or rediscounts 
for the purpose of financing the export of gold or the with- 
drawal of currency, for additional supplies of gold would be 
released as eligible paper was substituted. Yet the legis- 
lation has one important advantage, namely, that it enables 
Reserve Banks to purchase securities instead of forcing mem- 
ber banks to increase their rediscounts when additional 
supplies of gold and currency are required. Securities (United 
States), it must be remembered, may now be included as 
collateral against which notes may be issued. The depressing 
effects which might ensue from a large volume of rediscounts 
may thus be averted. 

Heroic measures are necessary to save the world from the 
disastrous effects of the crumbling of the financial fabric; any 
measures that will restore confidence, that will stop the fail- 
ures of banks, and promote the return of cash from hoards, 
are to be approved. Deflation, or rather liquidation, on the 
present scale is without precedent in the recent history of 
countries in an advanced economic stage. Not unfavorable 
business conditions alone, but fear also, serve to explain the 
drastic liquidation of 1931-1932. The Reconstruction Finance 
Corporation is a step in the right direction even tho its opera- 
tions prove not to be on a large scale.' It will at least offer 
the banks a possible haven other than that of applying pres- 
sure on customers to liquidate; and Reserve Banks are relieved 
to some extent of the pressure to accumulate slow and even 
valueless assets that should not be in the portfolio of any 


1. By March 31, the Reconstruction Finance Corporation had 
advanced 195 millions, of which 125 millions had been advanced to 
banks and trust companies. (New York Times, April 2, 1932.) 
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bank and more particularly in that of a central bank.? The 
Glass-Steagall Act, in so far as it is an announcement that 
technical rules of eligibility and acceptability are not to 
determine the volume of rediscounts or the banks to be 
accommodated, is a step in the right direction and is con- 
sistent with the recent practice of putting increased emphasis 
on the condition of the endorsing bank and the security 
offered. But in so far as Reserve Banks are thus informed 
or instructed that they are to take slow assets in large quan- 
tities, or bad assets in any quantities, the Act is a mistake. 
It is extremely doubtful whether our financial situation can 
be improved by rescuing banks through a process of im- 
mobilizing the assets of a central bank. The release of gold 
unnecessarily tied up as collateral for notes is most certainly 
to be approved, and is of course an advance along the lines 
suggested by Keynes and others. 

{t is now possible for member banks to obtain gold for 
export, or currency demanded by frightened customers for 
hoards, without increasing their indebtedness further; for 
under the provisions of the Glass-Steagall Act, purchases of 
securities — not unlimited in quantity of course — need not 
result in a reduction of the amount of free gold of Reserve 
Banks. If expansion is to be stimulated, it is well that mem- 
bers remain in debt to the Reserve Banks and increase their 
balances with them. If the loss of gold is definitely checked 
and hoarding of cash does not increase, Reserve Banks may 
purchase securities for the purpose of retarding the progress 
of liquidation and finally of inducing expansion. It would 
then be preferable that members remain in debt rather than 
reduce their debts; the goal of stability or inflation will be 
reached sooner and more effectively if members increase bal- 
ances rather than reduce debts.* A return flow of currency 

2. Governor Meyer is justified in putting the emphasis on the 
decisive influence of the presence of such an institution rather than on 
the amounts actually advanced. He also emphasizes the possibility 
of thawing out frozen assets when credit suitable to the peculiar situa- 
tion is made available. Hearings on H. R. 5060 and H. R. 5116 (72:1) 


pp. 12-13. 
3. In the first month since the passage of the Glass-Steagall Act, 
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from hoards raises the same question: Will the proceeds be 
used to replenish balances or reduce debts at the Reserve 
Banks? Reserve authorities may now perhaps view the tra- 
dition imposed by them — that normally the member banks 
should be free of indebtedness — as an obstacle to the fulfill- 
ment of policies proposed by the Reserve authorities. And 
who is to deny that the increase in indebtedness from 135 
millions to 800 millions or more, in a period of about six 
months in 1931, was a contributing factor to the recent liqui- 
dation? Normally members would have maintained their 
balances; but these are not normal times, and banks snatched 
at any excuse for liquidation in a period when fear was so 
compelling. Advances by the Reconstruction Finance Cor- 
poration will not improve the situation in this regard. They 
cannot bring increased balances for members; the Corpora- 
tion can obtain cash only at the expense of the banks of the 
country. What is more, its operations will involve transfers 
from sound banks to weak.‘ In pursuing a “ pay-as-you-go” 
policy, the Corporation reveals that it is aware of the danger 
of tying up cash, altho a major crisis may find it unprepared. 

A word about recent developments. In February the 
banking failures have been reduced to but one third of the 
number in each of the preceding two months.' The decline 
in member bank balances assumed important proportions 
after July, 1931; the reduction was from 2407 millions in 
July to 2076 millions in December, and 1979 millions in 
that is, in February-March, 1932, Reserve Banks have purchased secu- 
rities and members have used the cash received as a result of these 
operations and as a result of the inflow of currency notes to reduce 
their debts. 

4. In the month of March, 1932, transfers of cash to the West and 
South as a result of the operations of the Reconstruction Finance Cor- 
poration enabled member banks in these sections to reduce their indebt- 
edness at the Reserve Banks altho the large purchases of securities were 
made in New York. In other words, cash was being transferred from 
the financially strong East to the less solvent West. (Compare Federal 
Reserve Bank of New York, Monthly Review, 1932, pp. 25-26.) 

5. Federal Reserve Bank of New York, Monthly Review, 1932, 


p. 17. In March the number of failures was reduced further. Ibid., 
p. 25. 
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January, 1932.6 Undoubtedly, in part the reduction of 
balances is to be associated with the increase of member 
bank indebtedness from 146 millions in April to 823 millions 
in January, 1932. Banking failures may account for a reduc- 
tion of one billion of deposits or 100 millions of balances 
(probably less)’ and the withdrawal of cash for hoards may 
account for the loss of an additional billion of deposits.* But 
these two items do not adequately explain a loss of deposits 
of 5 billions (16 per cent) for member banks alone in 1931.° 
The explanation is of course the contraction of loans and 
investments. The decline in both loans and investments is 
not an adequate indication of the extent of the liquidation; it 
is the reduction of loans which is an index of the extent to 
which borrowers have liquidated. Thus for member banks 
the reduction of loans was no less than 1.5 billions (6 per cent) 
from October, 1929 to September, 1930 and 5.3 millions by 
September, 1931 (20 per cent) and 8 per cent additional in the 
last three months of the year.' Moreover, the rate of liqui- 
dation has been especially drastic in the last few months in 
the large cities and has continued without interruption to 
date (late in March, 1932).? 

6. Federal Reserve Bulletin, 1932, p. 151. It is to be noted that 
the reduction is not an accurate measure of the liquidation, for excess 


reserves, a symptom of fear, were reduced from 129 millions in October 
to 39 millions in February, 1932. 


¥ Deposits IN Fartep BanKs* 

(In millions of dollars) 

Year 1930 865 

Year 1931 1692 
June, 1931........ 190 October, 1931...... 471 
5, re 41 November, 1931.... 68 
August, 1931...... 180 December, 1931.... 277 
September, 1931... 234 January, 1932..... 275 


* Federal Reserve Bulletin, 1932, pp. 106, 132. 
8. Federal Reserve Bank of New York, Monthly Review, 1932, p. 17: 
9. Federal Reserve Bulletin, 1932, p. 103. 


2. (In billions of dollars*) 
Loans and invest- 
ments: Oct. 4, 1929 Sept. 24,1930 Sept. 29,1931 Dec. 31, 1931 
All banks....... 58.8 57.6 53.3 


Member banks.. 35.9 35.5 33.1 30.5 
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Banks may be willing to expand their business and build 
up balances rather than repay their debts; but that depends 
upon the return of confidence and the rehabilitation of busi- 
ness on a profitable basis. The disappearance of panicky 
conditions in banking and financial circles is a sine qua non 
for any recovery. But improvements along these lines do not 
in themselves assure business recovery, depending as it does 
on an increased willingness of the public to borrow and of the 
banks to accumulate reserves. Even the Administration’s 
criticism of the large banks will not shake them from their 
apparent lethargy so long as the public does not find business 
profitable. Whether the combined efforts of Congress, the 
Reserve Banks, and the banking system as a whole will induce 
monetary effects that may make business active, is another 
question. 

Both measures, it should be noted, deal with a problem 
which has attracted attention beyond its real significance — 
that of eligibility. Member banks have had, and still have, 
several times as much eligible paper as they may conceivably 
require for the purpose of rediscounting; and this even tho 


Loans: 
All banks....... 42.2 39.7 33.8 ‘ 
Member banks. . 26.2 24.7 20.9 19.2 


* Federai Reserve Bulletin, 1932, p. 104. 
(Note the drastic liquidation of the last quarter of 1931.) 


2. Thus in the first eight weeks of 1932 loans and investments of 
reporting New York member banks declined 600 millions. (Federal 
Reserve Bank of New York, Monthly Review, 1932, p. 18.) From 
October 4, 1929 to September 29, 1931, the loans and investments of 
country banks (member) declined by 1995 millions as compared to 803 
millions for other member banks; but in the last three months of 1931 
the respective figures were 840 and 1900 millions. (Federal Reserve 
Bulletin, 1932, p. 92.) In the 4 weeks ending March 23 deposits of report- 
ing banks declined 170 millions as compared to 540 and 550 millions in 
the preceding 4-week periods. The improvement is not striking, how- 
ever, if allowance is made for the influx of currency and open-market 
operations in the most recent period, both of which tend to increase the 
volume of deposits. (Federal Reserve Bank of New York, Monthly 
Review, 1932, p. 25. Also consider the optimistic statement of Gov- 
ernor Meyer before a Congressional Committee on this subject. New 
York Times, April 15, 1932.) 
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a bank here and there has inadequate supplies.* Nevertheless 
it remains true that approximately 1.7 billions of deposits 
were immobilized as a result of bank failures in the year 1931, 
and authorities are therefore particularly anxious to give 
banks in a doubtful position every opportunity to obtain 
support.‘ To achieve this end, eligibility laws have been 
broadened and new institutions established to lend on assets 
not acceptable by Reserve Banks. It may be noted at this 
point, however, that the pending Glass Bill has the effect of 
restricting the volume of paper eligible for rediscount at the 
bank rate. 

We move in the midst of stirring events and are still keenly 
aware of the stock market crash and its consequences. There 
is danger under these conditions that our banking system 
may be modified to a degree that will impair its effectiveness 
in more normal times. Senators Glass and Bulkley and the 
rest of their Committee are to be commended for the manner 
in which they are facing the problem of minimizing specu- 
lative activities, and in particular the problem of loans made 
on account of non-banking lenders; but there are grounds for 
fearing that some of their proposals go too far. Are not the 
proposed methods of credit control undemocratic and fraught 
with the danger of political attacks? 

3. Federal Reserve Bulletin, 1930, pp. 400-401; ibid., 1932, p. 142. 
At the end of 1929 but 99 of the 8522 member banks held no eligible 
paper or securities that might be used as collateral with their notes and 
1749 additional banks held less than 10 per cent. The banks as a whole 
held three times as much eligible paper (and government securities) as 
had been discounted at any one time. At the end of December, 1931, 
member banks held eligible assets that were nearly 10 times as large 
as the aggregate borrowings from the Reserve Banks at that time. 

4. Thus the Board makes the following comment on the Glass- 
Steagall Act. (Federal Reserve Bulletin, 1932, p. 142.) ‘The pro- 
visions are safe-guarded against abuse, but at the same time give assur- 
ance to any member bank that in case it finds itself in a position where 
it has good assets, even tho it may not have sufficient eligible assets, 
it may obtain accommodation from the Federal Reserve Bank.” This 
change, it may be remarked, marks a new era in central banking in the 
United States. In the past, Reserve authorities have controlled the vol- 
ume of accommodation in part by refusing eligible paper on the grounds 
that it was not good or acceptable paper; now they are prepared to 
accept paper technically ineligible on the grounds that it is good or 
acceptable paper. 
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The Banking Bill now under consideration by Congress 
constitutes in effect the most drastic criticism of the operation 
of the Federal Reserve System yet made, and proposes 
changes at so many vital points that should it pass in any- 
thing like its present form (proposed January 21 and modi- 
fied to an unimportant degree in March, 1932), the Federal 
Reserve System will be changed in a fundamental manner. 
The Bill confers so many additional powers on the Board 
that our system is clearly converted from a regional to a 
central banking system — a change that is surprising in view 
of Senator Glass’s devotion to the regional principle. 

These large matters should be most carefully considered in 
the deliberations on the permanent changes in the banking 
structure. 

S. E. Harris. 


HARVARD UNIVERSITY. 














SOME REMARKS ON PROFESSOR HANSEN’S 
VIEW ON TECHNOLOGICAL UNEMPLOYMENT! 


The following remarks deal with a point of only minor 
importance in the discussion of the influences of technological 
improvements. Nevertheless, it seems to me worth while to 
refute an argument which tends to exaggerate the disturb- 
ances caused by the introduction of improved methods of 
production; for it would be deplorable if an ungrounded 
hostility and suspicion against technological progress should 
be aroused or intensified. This is the more true if the argu- 
ment is advanced by an authority like Professor Hansen. 

Professor Hansen charges Professor Douglas’ with having 
become the victim of a grave fallacy in restating the old 
doctrine of J. B. Say, James Mill and Ricardo, that the intro- 
duction of labor-saving improvements cannot cause perma- 
nent unemployment. Professor Douglas’ argument, against 
which Professor Hansen directs his criticism, is that such an 
improvement means a reduction of cost per unit of output, 
which leads either to lower prices to consumer or to higher 
profits for employers, and enables one of these two groups to 
increase their demand, so that an “automatic” absorption 
into employment of those workers who have been thrown out 
of employment by the improvement is to be expected. 

This argument, according to Professor Hansen, is fallacious 
for the following reason. If prices are reduced in proportion 
to costs, and if we assume for simplicity “absolutely inelastic 
demand,” i.e., that the quantity sold remains constant, “ con- 
sumers gain, indeed, in purchasing power, but their gain is 
offset by the loss in purchasing power suffered by the displaced 


1. See his article “Institutional Frictions and Technological Unem- 
ployment,” this Journal xlv, August 1931, 684-98. The article is reprinted 
as Chap. X (pp. 161-74) in the Author’s book Economic Stabilization 
in an Unbalanced World, New York, 1932. 

2. See Paul H. Douglas, Technological Unemployment, American 
Federationist, August, 1930. 
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workers. Consumers are able to buy more of their goods, but 
the workers who are thrown out of work cannot continue 
their former purchases. Assuming, for the sake of simplicity, 
that the fortunate consumers will use their increased pur- 
chasing power to buy the same sort of goods that the now 
unemployed workers formerly bought, we observe no change 
whatever in the demand for goods.* 

Now it seems to me that Professor Hansen himself has 
become the victim of a fallacy because he overlooks that the 
above reasoning implies a decrease in the velocity of circulation 
of money. If we assume, as we obviously must, that not only 
the quantity of money remains unchanged, but also its veloc- 
ity of circulation, a closer analysis shows, that purchasing 
power is released for other purposes and that there is an 
increased demand for other goods in terms of money per unit 
of time. Suppose that, before the improvement of produc- 
tion took place, a certain amount of money, say 1000 units, 
flowed during every period of time from the consumer C to 
the workers W, (the producers of the now cheapened article) 
and was during the following period spent by W, and passed 
on to We, the producers of other goods. If now a part of the 
workers W, is eliminated by a technological improvement of 
the process, prices fall and consumers spend, say 500, less on 
this particular commodity. These 500 will at once flow from 
C to Ws, if we still adhere to Professor Hansen’s simplifying 
assumption that the consumers “buy the sort of goods that 
the now unemployed workers formerly bought.’”’ The money 
arrives, therefore, one period earlier at We. In other words 
there is an increase of demand for commodity II. If we drop 
the just mentioned assumption and assume instead that the 
consumer chooses to buy any other commodity III, IV, or V, 
there will be an increase of demand for these. In every case 
there is an increase of demand in general for other goods, 
prices and wages will go up somewhere and the displaced 
workers can be reabsorbed, as Professor Douglas contends. 

Our reasoning, however, seems to be open to an objection. 
It is true, during the first period after the improvement has 


3. P. 686. Italics are Professor Hansen’s. 
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been made there is an increased demand for We, because there 
is on the one hand the now released purchasing power of C 
and on the other the purchasing power of the now unem- 
ployed workers carried over from the last period, when they 
were still employed. But during the following period the 
workers W, have nothing left to spend — if they draw income 
from any other source, this does not affect our problem — and 
demand falls off again. This objection, however, overlooks 
that the additional money in the hands of Wz is going on to 
circulate and causes therefore a permanent increase of demand 
in general per unit of time. In other words, one turnover of 
money, namely that from C to W,, has been eliminated. This 
means that purchasing power is set free — unless indeed we 
introduce, as a deus ex machina, a decrease in the velocity of 
circulation, assuming e.g., that consumers do not spend at 
once their gain; in other words, increase their cash balance. 
Or we may introduce another complication, perhaps a little 
more reasonable, namely that the displaced workers keep a 
part of their money, which they carry over from the preced- 
ing period for a longer time than they used to do. But such 
assumptions are highly precarious and the only sound pro- 
cedure seems to be to take the velocity of circulation as 
constant. The burden of proof surely rests on the one who 
contends for a particular change of the velocity of circulation. 
A priori, the chance that it increases seems to be not smaller 
than that it decreases. 

It follows that ceteris paribus if the quantity of money and 
its velocity of circulation remain unchanged, after the unem- 
ployed workers have been absorbed, a new equilibrium will 
be reached with the same level of money wages. It is not 
necessary that the prices of the agents of production have to 
fall, which would seem to be the logical implication of Pro- 
fessor Hansen’s criticism.‘ 

At two points, curiously enough, Professor Hansen recog- 
nizes that purchasing power is released and thus contradicts 
the initial criticism against which this note has been directed. 
On page 689 he says: “‘The general price level would be lower 


4. See p. 688. 























561 





REMARKS ON PROFESSOR HANSEN’S VIEWS 


as a result of these cost-reducing improvements. Since less 
money (including credit) would be needed to circulate these 
particular goods, bank credit would be set free and this would 
now become available for new uses.’’ Quite so! But the same 
release of money occurs, as has been shown above, if we have 
no credit economy but an old-fashioned money economy. If 
Professor Hansen urges that an “‘automatic”’ reabsorption 
or, more exactly, an absorption without lowering of the wage 
level, takes place only if a particular credit policy is pursued, 
he just postulates that no credit contraction should be made, 
that the quantity of the circulating medium should be kept 
constant. But nobody doubts that, if an improvement of 
technique is accompanied by a deflation of the circulation 
medium, we cannot expect the wage level to remain constant. 

Professor Hansen contradicts his initial position in another 
passage, where he concedes that no labor will be replaced if 
the elasticity of demand is unity, that is to say, if consumers 
spend the same amount of money on, and buy therefore a 
larger quantity of the cheapened article.© That this con- 
tradicts the statement that no purchasing power is released, 
becomes apparent if we consider that we can reformulate the 
statement that elasticity of demand is unity, by saying that 
the price reduction enables consumers to buy more with the 
same amount of money or that money is set free to buy a surplus 
over the quantity previously bought. In the former case we 
assumed that the released purchasing power was expended 
on the commodities II or III or IV, now we assume that it is 
expended on commodity I. In the former case the displaced 
labor would be shifted to produce more of II or III or IV, now 
it is used to produce more of I. 

There is, of course, a difference between these two cases, 
but a difference of another sort, which has nothing to do with 
the question here under consideration. It is not a difference 
of the final equilibrium, in the sense that this equilibrium 
will be reached in the one case at a lower level of money 
wages, and in the other at the same level, as Professor Hansen 
thinks; the difference lies in the period of transition. In the 


5. Pp. 688, 689. 
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one case a shift of labor to another industry is involved; in 
the other case not. Nobody denies that this shift of labor 
might involve certain losses and frictions, from which we 
abstract when assuming mobility of labor and the other 
requirements of perfect competition. But on this point, I 
trust, there is no disagreement between Professor Hansen, 
Professor Douglas and myself. 


GOTTFRIED HABERLER. 
HarRvarD UNIVERSITY. 


A REJOINER 


I heartily agree with Dr. Haberler’s view that it would be 
most deplorable to engender ungrounded hostility to tech- 
nological progress. This any reader of my recent book on 
Economic Stabilization in an Unbalanced World will surely 
see. But I think it would not only be deplorable but danger- 
ous to assume that technological unemployment can quite 
well take care of itself regardless of what sort of a social 
structure we are building. My view is that the more rigid 
our economic life becomes, the more difficult the reabsorption 
process will be. This view is not an attack on technological 
progress, but rather on the growing rigidity of modern eco- 
nomic society. I have covered this ground from the stand- 
point of the general theory of the proportionality of the 
factors of production in my paper before the American Eco- 
nomic Association and will, therefore, not restate it here.’ 

The reader of Dr. Haberler’s note will, I think, see that 
there is little, if any, fundamental disagreement between us. 
As Dr. Haberler points out, I have, myself, shown that, under 
the conditions stated in my first case (pp. 688-689), the dis- 
placed labor would be reabsorbed if we may assume a normal 
functioning of the credit system. But the credit system does 

6. Even this difference might be absent. If the improved process 
requires another quality of labor, a shift of labor is involved, altho, if 
demand is elastic, the industry employs eventually the same aggregate 
amount of productive agents. 

bs See Proceedings of the American Economic Association, March, 
1932. 
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not function normally in a depression period. In such a 
period, as I pointed out, the ‘‘displaced credit”” may have to 
wait a long time before it is again utilized. 

This is precisely the reason why it is important to see 
clearly that the “setting-free of purchasing power”’ does not 
automatically come into play. Nor would it do so in a “cash” 
economy, for there might intervene, as in a period of depres- 
sion, a slowing down of the velocity of circulation.? It is 
surely worth while to show precisely what the mechanism 
is, and this the usual explanation does not do. 

Since writing the article I have discovered that John 
Stuart Mill pointed out precisely the fallacy which I indi- 
cated. Mill says, ‘it is often said, that tho employment is 
withdrawn from labour in one department, an exactly equiva- 
lent employment is opened for it in others, because what the 
consumers save in the increased cheapness of one particular 
article enables them to augment their consumption of others, 
thereby increasing the demand for other kinds of labour. This 
is plausible, but, as was shown in the last chapter, involves a 
fallacy; demand for commodities being a totally different 
thing from demand for labour . . . [The] increased demand for 
commodities by some consumers, will be balanced by a cessa- 
tion of demand on the part of others, namely, the labourers 
who were superseded by the improvement. . . .”” 

Dr. Haberler’s argument runs in terms of a “cash” and 
not a “credit’’ economy. I was considering only the latter, 
but am quite willing to accept his reasoning, at least in part, 
in terms of the former. Under a cash economy the released 
means of payment would more likely be applied at once to 
the purchase of other goods. We are both emphasizing, essen- 

2. The suggestion has, moreover, been made by Prof. Jacob Viner 
and Prof. A. W. Marget that the velocity might permanently change 
owing to the redistribution of income into the hands of persons with 
different customs and habits with respect to velocity of circulation. 

3. See Principles of Political Economy, Ashley Edition, pp. 96-97. I 
had previously marked this passage in my volume, but had forgotten it, 
or I should have cited it in my article. Of course, when I used the words, 
“demand for commodities” and “demand for labor,” I had in mind 


Mill’s language, but I had forgotten that he had applied this analysis to 
this particular problem. 
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tially, economies in the means of payment which would release 
money or credit for other fields. What Dr. Haberler sees is 
that the volume of the total transactions are reduced by the 
fact that a part of the factors of production are no longer 
purchased and this reduces the “‘money work to be done.” I 
emphasized the fact that the means of payment are released 
for other fields in consequence of the lowering of prices of 
certain commodities. The latter is much more significant, it 
seems to me, since the former advantage is lost completely 
the moment the displaced labor is reémployed. Were it not 
for the decline of the prices of those particular goods which 
can now be produced at lower cost, any increase in output, 
consequent upon the reabsorption of the displaced labor, 
would entail a fall in prices of precisely that character which 
would necessitate a decline in wage rates. In short, I do not 
‘ believe that Dr. Haberler’s explanation is really adequate to 
show that under the conditions of a normally functioning 
money and credit mechanism displaced labor could (as I 
believe) be reémployed at the former level of wage rates. It 
seems to me that his argument centers attention upon the 
change in the number of transactions required to bring a given 
volume of output of goods and services through all the various 
’ stages of production into the hands of the final consumers.‘ 
Upon further consideration I am disposed to agree with 
Dr. Haberler in respect to his criticism of what he calls my 
second contradiction. This point troubled me at the time of 
writing, but it seemed to me that there was an important 
difference, namely, that the transition took place so smoothly 
that no labor at all was displaced. The worker might indeed 
be shifted to another department but the employer continued 
to pay wages during the transition, and his purchasing power 
never ceased to operate in the market. However, in strict 
logic Dr. Haberler’s point appears correct. This is, however, 
small comfort since it indicates that the difficulties of tran- 


4. Applying the equation MV =PGv to Dr. Haberler’s illustration, 
it is quite clear that neither ‘‘V” nor “‘v” have changed. “G’’ is, how- 
ever, smaller, since a part of the agents in the productive process has 
been eliminated. 
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sition, even in this case, are more formidable than had been 
supposed. Whether, in the case of Dr. Haberler’s com- 
modities, II, III or IV, a new equilibrium would or would 
not be reached at a lower level of wages, would depend upon 
whether or not the displaced credit again came into play. 

I am not able to see that Dr. Haberler’s argument applies 
at all to my second case, in which the price is not lowered to 
the new cost, especially the case in which the employers spend 
all the newly gained income. With no lower prices there 
would be no liberation of means of payments so far as trans- 
actions in commodities are concerned. Nor would there be 
any less ‘‘money work to be done”’ with respect to the pur- 
chase and sale of the agents of production, since the reduced 
purchase of the services of labor is offset by a correspondingly 
increased purchase of the services of stockholders.® t 

The conditions stated in this second case are by no means 
purely academic. If one considers the phenomenal increase 
in dividends and luxury spending from 1926 to 1929 in the 
United States, in conjunction with the fact that prices were 
not falling in the progressive industries in line with the rapid 
progress in technique, I think one has a part of the explana- 
tion of the difficulty of reabsorbing the technologically dis- 
placed labor even in a period of prosperity. In other words; 
the progressive industries held prices too high, and thus 
forced a decline in the prices of the non-progressive industries 
and this in turn precluded labor reabsorption except at 
lower wage-rates. The phrase, ‘‘profitless prosperity,” 
pointed to the many sick industries which suffered during 
this period. 

AtviIn H. HANSEN. 
University or MINNESOTA. 


5. It was not my contention that wage-rates must always fall. Only 
under certain special circumstances would this be necessary. 

6. In terms of Dr. Haberler’s illustration the money which formerly 
passed from the corporation to wage-earners (W') and thence into the 
commodity markets, now passes from the corporation to the stockholders 
and thence into the commodity market. The circuit is not shortened. 











VELOCITY CONCEPTS 


A CRITICISM 


Dr. Lounsbury’s article, ‘‘ Velocity Concepts and Prices,” 
in the November Journat reflects a misunderstanding of 
some of the essential elements of the theories with which it 
deals, the errors affecting both his own constructive argu- 
ment and his criticism of the literature. 

The most important defect of Dr. Lounsbury’s paper is 
his failure to support by any serious argument his central 
conclusion that “changes in turnover of media are neutralized 
by corresponding changes in the turnover of commodities 
and services”’ (p. 45). “Changes in turnover of media must 
be accompanied by corresponding changes in turnover of 
commodities and services, and cannot therefore produce 
changes in the consumer price level” (p. 47). All that Dr. 
Lounsbury shows in the passage between these two quotations 
is that a change in turnover of money may correspond to a 
change in the turnover of goods and services; he does not 
analyze the possibility of the alternative which he so vigor- 
ously denies. Yet a priori there is no reason to expect that 
when V changes the equation of exchange will be kept in 
balance by a change in T rather than P. 

For an illustration of the way in which a change of prices 
would offset an increase in the turnover of money, one need 
look no farther than page 60 of Dr. Lounsbury’s article. In 
the hypothetical case there sketched, a 10 per cent decline 
in prices is brought about directly by a decline in the turn- 
over of money without any change in the turnover of goods 
and services. Or take the case cited on page 46 and assume 
that the process starts with a shift in consumers’ spending 
habits, expenditures being distributed evenly during the first 
half of the month instead of through the entire month. Con- 
sumers’ average balances are now $25,000 instead of $50,000. 
Unless business men increase their average balances corre- 
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spondingly (so that the average velocity of money is un- 
changed) they must increase their rate of expenditure. If 
productive resources are already fully utilized (an artificial 
assumption but no more so than Dr. Lounsbury’s assumption 
that consumers can double the amount of services they 
deliver to business men), the increased expenditure of busi- 
ness men will force up the rate of wages. Having received, in 
the first half of the month, twice as much money as before, 
they now pay out twice as much wages. The process is 
repeated in the second fortnight. Conversely consumers 
receiving twice as much wages with no more consumption 
goods coming on the market, now bid up prices. A new 
equilibrium is found with the price level and the wage rate 
twice as high as previously. Average balances measured in 
dollars are the same as before, but measured in purchasing 
power are only one-half as high. 

The last point brings up a criticism of Dr. Lounsbury’s 
interpretation of Hawtrey. On page 58 Dr. Lounsbury points 
out that if ct 7s assumed that the quantity of media in circula- 
tion is a constant, “since there can be no change in the sum 
total of unspent balances, there can be, in keeping with his 
[Hawtrey’s] analysis, no changes in velocity.’”’ But the 
assumption is Dr. Lounsbury’s, not Hawtrey’s. What Haw- 
trey is talking about is the effect on individual willingness to 
hold unspent balances which follows directly from a change 
in the total amount of circulating media. This is obvious if 
the preceding two sentences are read along with the passage 
quoted. They read: 


“Tf then the creation of credit is accelerated or retarded, 
the consumers’ income is increased or diminished. The con- 
sumers’ outlay will also be increased or diminished, but not 
necessarily by an equal amount.” 


Dr. Lounsbury’s misconception of the balance concept of 
velozity comes out clearly in his statement of the difference 
between the balance concept and his own “expenditure ratio.” 
He says: ‘‘the former deals with changes in the spent, the 
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latter with changes in the unspent, proportion of money 
incomes.”’ The balance concept of velocity is that of a ratio 
between expenditures in a given period and average balances 
held through the period. It has nothing to do with income; 
indeed the unspent balances are not necessarily accumulated 
from money income received during the period of the com- 
putation. The “unspent balance” in the sense used in the 
footnote on page 35 is normally zero, and may be negative; 
it cannot be used consistently as the basis of computation 
of a velocity ratio. Dr. Lounsbury’s preconception that the 
unspent balance of the purchasing power must be accounted 
for as a deduction from current income leads him to the 
extraordinary conclusion that: 


“«. . . to determine the importance of changes in unspent bal- 
ances upon expenditures and the general level of prices, it 
is necessary to divide unspent balances by total money 
incomes received per unit of time, to multiply the fraction so 
obtained by total money incomes, and finally to subtract the 
result from total money incomes.”’ 


Dr. Lounsbury contends that the quantity theory as formu- 
lated by Professor Fisher requires that the velocity of circu- 
lation should be constant in time. But all that Fisher claims 
for velocity is that it is independent of the quantity of money, 
and there is no reason why he should claim more. Professor 
Fisher’s generalization that changes in the quantity of money 
cause proportionate changes in the price level does not de- 
pend for its validity upon the assumption that the velocity 
of circulation has no independent movement of its own, any 
more than it depends on the eternal rigidity of the volume 
of trade. To the extent that Fisher is right that changes in 
velocity and in the volume of trade are independent of the 
changes in price level, he is obviously right in concluding 
that changes in the quantity of money produce proportion- 
ate changes in the price level — irrespective of whether these 
changes are offset, or reinforced, by other changes in prices 
due to changes in velocity — or in the volume of trade. On 
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this point Keynes and Hawtrey do not, as is stated on page 
40, part company with Fisher, tho they give more weight than 
does Fisher to the possibility of changes in V. 

Mention of two minor points which have bothered me 
may be of help to readers of the article. On page 50 the word 
“interpolation’’ should be read “extrapolation.” The state- 
ment in footnote 4, page 56, that Dr. Lounsbury’s concept 
relates changes in unspent balances to changes in income is 
inaccurate, tho it is consistent with the implication of page 
59. What he actually uses as a base is the consumers’ in- 
come, not the change in it. 

CHARLEs QO. Harpy. 


Brookings INsTITUTION, 
W asHinaTon, D. C. 


A REPLY 


I have read with much interest Dr. Hardy’s critical com- 
ments concerning my article, ‘Velocity Concepts and 
Prices,’ which appeared in the November Journau. The 
theoretical issues with which my article deals are of such 
controversial and complex nature that misunderstanding is 
almost certain to arise. Benefiting from Dr. Hardy’s critical 
suggestions, I should like to take this opportunity to eluci- 
date certain points which may have been obscure in my 
article. 
_ Dr. Hardy charges me with “failure to support by any 

serious argument (one of my) central conclusion(s) that 
‘changes in turnover of media are neutralized by correspond- 
ing changes in the turnover of commodities and services.’ ”’ 
All that I show, according to his contention, is that “a change 
in the turnover of money may correspond to a change in the 
turnover of goods and services’’; I “fail to analyze the possi- 
bility of the alternative which (I) so vigorously (deny) ’’ — 
viz., a change in the price level. 

The implication of Dr. Hardy’s indictment is not clear to 
me. If he contends that I found the alternative which he 
suggests — a change in the price level — impossible, I readily 
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agree; but, if he implies that I did not try to find such a rela- 
tionship between changes in turnover of media and changes 
in the price level as that which he suggests, I vigorously dis- 
sent. I have attempted to find a causal relationship between 
these two factors in the equation of exchange; but I must 
confess that my efforts have been, and still are, unsuccessful. 
My failure to find any such relationship has led me to believe 
that there is none. 

In my article on pages 45-46, I presented two mathemati- 
cal cases. In the first I assumed that ‘business men turn 
$100,000 over to consumers once during a month.” In the 
second I varied the illustration so that “‘business men turn 
$100,000 over to consumers twice (during a month).’’ In the 
subsequent analysis which I made on pages 46-48 I found 
that the changes in turnover of media assumed in the two 
cases mentioned above were neutralized by corresponding 
changes in turnover of trade and could not therefore produce 
changes in the price level. 

The mathematical cases presented were mere illustrations. 
I hoped that they might clarify, but I did not expect 
them to establish the validity of, conclusions. Economically, 
as well as mathematically, is there any reason why changes 
in turnover of media must be neutralized by corresponding 
changes in the turnover of trade? In my article on pages 47- 
48, I thought I statied such a reason. It is an elementary 
principle of economics that an exchange is a two-sided affair. 
For every quid there is a quo. When media is spent, it is 
spent for something in exchange; or stated in other words 
when media turns over, trade turns over also. A quickening 
of one must inevitably produce a quickening of the other. 
Therefore, if the quantities of trade and media exchanged 
remain constant, it makes no difference how often or how 
many times the quantity of trade is exchanged for the quan- 
tity of media; the price level will, and must, remain constant. 
Let this summary of the argument presented in my article 
suffice at this point. 

Dr. Hardy has not attacked the cases presented in my 
article. His criticism has taken another direction. From my 
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cases he has derived a new case which, he believes, estab- 
lishes his contention that changes in turnover of media may 
produce changes in the price level. On the basis of the assump- 
tions which he has made in the presentation of his case, I 
agree with him that the rise in the price level which he has 
indicated will occur. Contrary to his contention, however, I 
deny that the cause of the rise in the price level is the increase 
in the turnover of media. In the case which he has presented 
the price level is doubled because the quantity of trade is 
cut in half. 


In my article on pages 45-46 I stated in case I that 


(I) M, V. = P, ‘Ze 
$50,000 2 $1.00 100,000 

and in case II that 

(II) M, We = P, Tb. 
$50,000 4 = $1.00 200,000 


I assumed in case I that consumers were paid $100,000 once 
during a month in the production of 100,000 units of con- 
sumer commodities; and that consumers spent their entire 
money incomes in the period in which they received them. I 
assumed that consumers distributed their expenditures evenly 
througheut the month. On the basis of these assumptions 
consumers’ average balances maintained throughout the 
month were $50,000 and their expenditures were $100,000 
per month. Thus the turnover of media was 2. 

In case II I assumed that $100,000 were paid twice during 
a month to consumers and that consumers continued to spend 
their entire money incomes in the period in which they 
received them. On the basis of these assumptions consumers’ 
average balances maintained throughout the month contin- 
ued to be $50,000 but their expenditures per month were 
raised to $200,000. Thus the turnover of media was increased 
to 4 per month. Did such a rise in the turnover of media 
produce a higher price level? My contention was that it did 
not, and could not, produce such an effect if the quantity of 
trade and the quantity of media remained constant. 
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I cannot emphasize too strongly at this point the fact that 
my latter two assumptions must be made and rigidly observed. 
Otherwise, the entire analysis is futile. The violation of these 
two assumptions makes it impossible to tell whether any sub- 
sequent change in the price level arises from a change in the 
quantity of media, a change in the quantity of trade or a 
change in turnovers of either media or trade. Therefore, in 
case II I was careful to keep both quantity of media and 
quantity of trade constant in order that I might discover the 
sole effect, if any, of changes in turnover of media upon the 
price level. Of course in case II there was an increase in the 
volume of trade. The volume of trade was increased from 
100,000 units in case I to 200,000 units in case II. Such an 
increase arose, however, not from an expansion in the quan- 
tity of trade but from a rise in its turnover. 

Dr. Hardy’s case violates one of my fundamental assump- 
tions. When he has introduced a variation in turnover of 
media into his illustration, he has also unconsciously intro- 
duced a change in the quantity of trade. In terms of the 
numerical quantities presented in my cases from which his 
is derived, he has assumed that consumers received $100,000 
which they spent for 50,000 units of consumer commodities 
during the first half of the month. Thus 50,000 units were 
produced and consumed during the first fortnight. The 
process was repeated during the second. The total quantity 
of trade at any time during the month was not more than 
50,000 units in his illustration. He has therefore reduced the 
quantity of trade throughout the month from 100,000 units 
as presented in my illustration to 50,000 units in his. Of 
course in his illustration the volume of trade has remained 
constant; but not the quantity and turnover of trade which 
are two important constituent elements of the volume of 
trade. On the basis of his assumptions, the quantity of trade 
has been cut in half and the turnover of trade has been 
doubled. Thus he has introduced two changes into the equa- 
tion of exchange — a change in turnover of media and a 
change in the quantity of trade. If Dr. Hardy still has any 
doubts as to which factor doubled the price level in his illus- 























VELOCITY CONCEPTS — A CRITICISM 573 
tration, let him vary one of the factors at a time and observe 
what the resultant effect upon the price level will be in each 
instance. If his calculation is correct economically as well as \ 
mathematically, my prediction is that he will find that the 
change in the quantity of trade, not the change in the turn- | 
over of media, will produce the change in the price level. | 

During my study of the velocity problem I have considered 
cases similar to that presented by Dr. Hardy. I omitted them 
from my article because I was not interested in establishing 
the fact that changes in the quantity of trade may produce 
changes in the price level — a proposition which I have no 
reason to deny. 

Dr. Hardy has made other interesting comments. Space 
permits me to examine but one of them here. He has stated 
that I am laboring under a “‘misconception”’ of the balance 
concept of velocity. To avoid misunderstanding, let me state 
that the subsequent analysis in this paper will deal with my 
balance concept of velocity, not with my expenditure ratio 
concept. I make this reservation at this point because I detect 
an element of uncertainty as to which concept Dr. Hardy’s 
criticism refers. However this may be, I have searched his 
paper to find the reason for the error of my ways; but the 
only reason which I have found is that my concept does not 
agree with his. Of course he has stated that my concept 
takes no account of running balances. But this criticism, I 
believe, has arisen not so much from a ‘‘misconception’’ upon 
my part as from a failure of mine to make my concept under- 
stood. He has insisted that the important balances are aver-' 
age balances held through a period of time. I have maintained | 
that they are the unspent balances at the end of the period of 
time. I see no reason why unspent balances at the end of a 
period of time may not be composed in part of unspent bal- 
ances accumulated in the period in question and in part of 
unspent balances held over from preceding periods. The bal- 
ance concept, according to his definition, is ‘‘a ratio between 
expenditures in a given period and average balances held 
through the period.” Such a concept is merely a reversed 
statement of the turnover concept which I discussed on 
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pages 52-53 of my article. All that he has done is to reverse 
the numerator and denominator of my mathematical state- 
ment of the turnover concept. The objections which I raised 
there against the turnover concept apply with equal force to 
the reversed statement which he has made. 

RaymMonpD H. Lounssoury. 
University or ILLINoIs. 
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